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The Bank publishes from time to time in this 
Review signed articles by exponents of different theories 
on questions of public interest. The Bank is not 
necessarily in agreement with the views expressed in 
these articles. They are published in order to stimulate 
free discussion and full inquiry. 
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The Australian Economy, 1950 
By Professor Sir Douglas Copland 


PART I 
THE DOMESTIC SITUATION : A CASE STUDY IN INFLATION 


USTRALIA emerged from the recent War in a fairly 

strong position to combat the economic hazards of peace. 

She had suffered no war-time devastation, and her 
economy had actually been strengthened by the addition of 
many new secondary industries, most of which could be 
converted to peace-time production. By a most elaborate 
system of economic controls she had been able to keep the 
rise in prices within bounds while fighting a total war. In 
terms of the percentage of national income applied to the War 
effort, Australia’s contribution to the Allied cause was com- 
parable to Britain’s, and ahead of that of the United States, 
and of other British Dominions ; yet in 1945 the general price 
level was only about 22-5 per cent. above the pre-war level. 
Both before and during the War new techniques to circumvent 
economic instability were being considered or actually being 
developed and, once the initial transition from a war to a 
peace economy had been accomplished, it might have been 
expected that smooth waters lay ahead. Instead, Australia 
has experienced the most pronounced and sustained inflation 
in her history. 

It is the purpose of this article to discuss, in the first 
place, the economic situation that has confronted us since 
the War and the causes of the difficulties that have arisen. 
This discussion will be considered against the background 
of the economic controls established before and since the 
War. Particular attention will be paid to the sources of 
inflationary pressures that have developed since 1945, to their 
relation to the developmental problems facing the country, 
and especially to the heavy immigration programme which 
commenced in 1947. It will be shown that our internal 
economic problems cannot be considered apart from the 
external economic relations of the Commonwealth, and that in 
this respect conditions are not fundamentally different from 
what they were in pre-war days, when a close financial nexus 
had been developed with the United Kingdom. While the 
Australian economy is now more diversified in its industrial 
Structure, and the War contributed considerably to the 
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efficiency of secondary industry, it is still very much a dependent 
economy. This dependence derives in part from the relatively 
large volume of export production and the need for heavy 
imports, and in part from the insufficiency of capital resources 
to sustain a rapid rate of development. Our economy is, in 
fact, still dependent upon capital from abroad to a consider- 
able extent and in the present situation this can be derived 
only from the United States. This factor involves an adjust- 
ment in external economic policy, and it will be contended 
that such an adjustment, in so far as it requires a closer financial 
link with the United States, will at the same time strengthen 
the position of sterling. Moreover, a new situation, partly 
political and partly economic, has arisen since the War in our 
relationship with the countries of South-East Asia and our 
increasing importance as a member of the British Common- 
wealth. These developments have involved the acceptance by 
Australia of new responsibilities in international affairs, and the 
economic consequences, in relation to both internal develop- 
ment and external economic policy, will be considered. 

Before doing so, however, it will be useful to review 
briefly the major instruments of economic control which have 
emerged. 


INSTRUMENTS OF ECONOMIC CONTROL 


Responsibility for the purposeful direction of the 
Australian economy is shared. 

Commonwealth and State Governments. Although the 
Commonwealth’s functions and powers are strictly limited by 
the Constitution, there has been a growing tendency towards 
centralized control, culminating in the introduction of uniform 
income taxation throughout Australia in 1942. The financial 
difficulties which the States are experiencing, partly as a 
result of this limitation on their income and partly because 
their costs are rising, are tending to make them more and more 
reliant on Commonwealth assistance in the form of grants, 
while the range of services provided by the Commonwealth 
is steadily increasing. Some co-ordination of economic policy 
between Commonwealth and States is achieved through 
the annual Premiers’ Conferences, the Loan Council (which 
determines the loan programmes of all Governments) and the 
National Works Council (which has tried, rather unsuccess- 
fully, to plan and supervise all public investment in Australia). 
The Commonwealth Bank. The Commonwealth Bank has 
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only recently emerged as a true Central Bank and it still carries 
out general banking functions. Legislation in 1945 gave the 
Bank new powers over bank advance policy, while placing the 
ultimate responsibility for monetary and banking policy on the 
Treasury. Amending legislation, which will restore the 
management of the Bank to a Board in place of the Governor, 
and which will make Parliament the final arbiter in the event of a 
dispute between the Board and the Treasurer, is now being 
considered. 

The Commonwealth Court of Conciliation and Arbitration. 
In practice, this Court lays down the conditions of work and pay 
to be followed throughout Australia and, although increasing 
emphasis is being given to conciliation through the medium 
of Conciliation Commissioners, the Court itself retains jurisdic- 
tion over hours of work, the basic wage, annual leave, and the 
minimum wage for female employees. The basic wage is 
periodically fixed by the Court after long investigation and is 
then varied automatically according to quarterly movements 
in the retail price index. 

The Tariff Board. This Board helps to administer 
questions affecting trade and customs and reports on such 
matters as the need for variation in customs duties. 

Commonwealth and State Marketing Schemes. All marketing 
schemes for primary products are required by the Constitution 
to be undertaken on a voluntary basis, and producer-controlled 
boards to control local, and sometimes overseas, marketing 
have been set up in most primary industries. A notable 
exception is wool, but here some influence on marketing is 
exercised by the Joint Organization to which Australia belongs. 
A wool stabilization scheme is being introduced in the 1950-51 
season by means of a 7} per cent. levy on wool proceeds. 
Voluntary price stabilization schemes operate also in the case 
of wheat and dairy produce. 

War-time Powers. The comprehensive system of war-time 
controls has by now largely disappeared, except for exchange 
controls and import restrictions (more or less confined to 
dollar goods) and price and rent controls. The latter have been 
handed over to State Governments and considerably relaxed. 


DEVELOPMENTS SINCE 1945 
(a) Monetary Expansion 


Since the War Australian employment figures (excluding 
tural and domestic workers and defence forces) have risen 
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steadily from 1,981,000 in 1945-46 to 2,544,000 in May 
1950. During this period the maximum monthly averag 
receiving unemployment benefits in any year has been 6,500, 
and is currently only about 1,000. The period has thus beep 
one of intense labour shortage. National income, which had 
increased by about 60 per cent. in the six years following 
1938-39, has since risen by another 50 per cent. and the 
1948-49 level of £1,955 millions’ is nearly two-and-a-half 
times the pre-war figure. An analysis of the causes of this 
increase is very significant—about 35 per cent. is accounted 
for by higher export incomes, about 35 per cent. is due to 
higher domestic prices, and about 25 per cent. follows an 
increase in the non-rural labour force. It is thus obvious that 
there has been little increase in productivity over the ten- 
year period. 

In spite of the relative stability that was achieved in the 
last three or four years of the War, the period since 1945-#6 
has been characterized by a condition of monetary expansion. 
Export prices have risen to nearly five times their pre-war 
level, while wholesale prices have more than doubled and 
retail prices have increased by about 75 per cent. (about 10 per 
cent, per annum during the last two years). Part of the increase 
in home prices has been caused, of course, by the rise—by 
about 180 per cent.—in import prices. The rise in prices 
has been matched by a rise in wages of about r100 per cent., 
some two-thirds of which has occurred since the end of the 
oo Australia is thus participating in a typical inflationary 
spiral. 


(6) Unbalanced Production 


What the aggregate national income figures do not shows 
the distribution of production between basic and non-essential 
industries*. This is a problem that has not received as much 
attention in theoretical discussions as certain other implications 
of full employment policies, such as the question of industrial 
discipline, methods of easing bottle-necks in production and 
of ensuring mobility of resources between occupations and 
industries, although it is related to the last two problems. 








1 All amounts mentioned in this article are in terms of Australian pounds. The presen! 
rate of exchange is {A125 = £U.K.100. 


* I have suggested elsewhere that four groups of Australian industries may be cor 
sidered as basic, viz. industries providing staple foodstuffs and fibres; capital goods 
industries ; industries providing power ; and export industries. See “ Balance of Produc: 
tion in the Australian Post-War Economy ”, The Economic Record, December, 1949- 
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That it is a very real problem is indicated by a statistical 
analysis showing that increases in employment and output 
have taken place in less essential industries, while basic 
industries have been losing ground or barely holding their own. 
This is a symptom of a state of over-full employment in which 
inflation is allowed to run unchecked—demand is so strong 
that any production is profitable. To some extent this dis- 
persion of resources has received official encouragement. 


(c) Wage and Labour Policy 


The automatic link between the basic wage and the cost- 
of-living index number has facilitated the operation of a wage- 
price spiral, in spite of attempts to stabilize the cost of living 
by means of price control and subsidies. The post-war period 
has witnessed attempts by the trade unions to obtain a 4o- 
hour week and an increase in the basic wage. The first objective 
was achieved following an Arbitration Court judgement in 
1947, and an interim award in 1946 raised the basic wage by 
7/- pending the completion of a full enquiry, which is still 
going on. The basic wage is now £6 15s. od. per week 
compared with £3 19s. od. pre-war, but most workers earn 
more than the basic wage and average earnings of adult males 
have risen from £4 15s. od. pre-war to £8 15s. od. at present. 

While the increase in wages has been largely a response 
to the inflationary conditions which have existed, there has 
been a tendency on the part of trade union leaders to 
concentrate on money wages irrespective of what those earnings 
will buy. Nowhere is this attitude more evident than in 
regard to incentive payments and productivity. Although 
there are no statistics available covering output in various 
industries, there is little doubt that productivity per man-hour 
has fallen since 1939 in some of the most important sectors of 
the economy. The position was not improved by the intro- 
duction of the 40-hour week in 1948. While adjustments in 
organization, increased mechanization and other devices have 
enabled production per man-week to be roughly maintained 
in spite of the reduction in hours, this is not good enough in 
a country which needs to raise output substantially to cope 
with the increases in demand that have followed war-time 
scarcity and high incomes’. 

1 The fact that managements have been able to overcome the effects of the 40-hour 


= in these ways highlights their failure to do anything about increasing output before 
‘he introduction of the shorter week. 











The Government made a strong and successful effort to 
increase the labour force by encouraging immigration, now 
running at the rate of about 200,000 a year. Displaced persons 
who are brought out at Government expense are required to 
serve two years in a directed occupation, and this has been a 
valuable offset to the labour shortage in many essential fields, 
although, of course, the heavy investment that needs to go 
hand in hand with the immigration programme itself con- 
tributes to the labour shortage. 


(d) Investment 


Since 1938-39, gross private investment has risen three- 
fold to about £400 millions. Although approximately 20 per 
cent. of national income, this could not be regarded as exces- 
sive in view of the demands for capital equipment and con- 
struction which are now being made on the economy. It is 
only by increasing capital resources that Australia can hope 
to house her rapidly growing population and maintain, if not 
increase, her standard of living. But once again we find a 
diversion of resources into non-essential investment while 
basic industries and housing have not received adequate 
attention. 

It is difficult to break up investment into its main com- 
ponents, but the following is a rough approximation of invest- 
ment expenditure in various fields for 1948-49 :— 


£ millions 
Capital equipment i .- 180 
New buildings... - .. 80 
Maintenance .~ 2 


Stocks (including farm stocks) -» 100 
400 


The total expenditure on new building, on these figures, s 
inadequate. The current rate of housing construction 1s 4 
little more than 50,000 per annum. With the present rate of 
immigration, a figure of 100,000 houses per annum would 
probably be more appropriate. Difficulties in housing arise 
partly from bottle-necks caused by the general lack of balance 
in the economy already noted, while the competition for 
materials forces prices up with the result that a large part 
of the increase in expenditure on investment is not represente 
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by a growth in real resources, but is merely a reflection of 
higher costs. 

Of the investment in capital equipment, about 50 per cent. 
represents new motor vehicles, two-thirds of which are used 
for private purposes. And of about £70 millions invested in 
manufacturing industry, only about £25 millions have gone 
into heavy industry, compared with £20 millions for food, 
drink and tobacco and “‘ other manufacturing.’”’ Wholesale 
and retail trade absorbed £18 millions of capital equipment 
compared with mining £4 millions and transport £6 millions. 

Public investment has risen from £56 millions in 1938- 
39 to £137 millions in 1948-49, and this again does not appear 
excessive in the light of some of the developmental projects 
which the various Governments have to undertake. Here 
again, however, one gets the impression of competition for 
materials and labour not only between Governments them- 
selves, but also between Departments, and it is to be regretted 
that the National Works Council has not been able to function 
more effectively as a priority-issuing body in regard to public 
investment. 


(e) Fiscal Policy 


The main responsibility for fiscal policy now rests on the 
Commonwealth Government. Because of new development 
programmes and rising costs of administration, and of relatively 
stable revenues, the best a State can hope for is a balanced 
budget, and in three States special Commonwealth grants are 
needed to achieve this. 

Until now the Government’s fiscal policy has imposed 

some restraint on the level of private expenditure. The national 
income estimates suggest that total Government receipts (that 
is, of all public authorities) have slightly exceeded total Govern- 
ment outlay in the last four years, while capital expenditure 
has been financed in a higher degree than usual from revenue. 
The decline in outstanding Commonwealth Treasury bills from 
£343 millions at the end of June, 1946, to £123 millions in 
une, 1949, suggests that fiscal policy has exercised a definite 
disinflationary influence on the economy (although some of 
the Treasury bill redemptions have been made possible by 
funding and utilization of Trust funds). 

Some of the difficulties of the Government in getting 
acceptance for budget surpluses have no doubt sprung from 
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its own — of obtaining those surpluses, not from high 
taxation levels and relatively low expenditure, but from high 
expenditure and still higher taxation. To the extent that 
Government expenditure has not only remained high but has 
increased, there is some force in the arguments that post-war 
fiscal policy has been on the wrong track. If expenditure had 
been limited to a level that could be covered by moderate 
taxation rates the principle of budget surpluses as an anti- 
inflation device would have received popular support more 
readily. 

There is no doubt that Government expenditure is now 
running at a high level. Expenditure on both administration 
and social services has doubled since 1945-46, cash social 
service benefits have risen by 50 per cent., public investment 
has risen to three times the amount then spent, and while 
expenditure on defence has declined it is still approximately 
one-fifth of total public expenditure on goods and services, 
With the Korean crisis and the growing tension in international 
relations defence expenditure is now being stepped up again, 
and this adverse factor coincides with an increase in social 
service payments, and the obligation of the Commonwealth 
to meet gratuities for ex-servicemen (amounting to {8 
millions) in the current financial year. Interest payments, 
which by 1945 had risen by 50 per cent. over the 19309 level, 
have since remained fairly stable, but interest on the overseas 
debt is now only £20 millions compared to £27 millions in 
1938-39. Tawa 

A good deal of the administrative expenditure could 
probably be attributed to higher costs, but there is also a 
tendency to increase the functions of government beyond 
what is strictly necessary at present. The conflict between the 
basic social aims of full employment without inflation and 
greater economic equality does not seem to have been 
recognized. Advances in the field of social services should be 
made mainly in times of depression and the gains merely 
consolidated during inflationary periods, with obvious hardships 
being alleviated. Instead, the post-war period has been used 
for a rapid advance in the social field. While it is recognized 
that the problem is mainly political—a Party has to act while 
it is in power or lose the opportunity, perhaps for ever— 
economists at least should recognize the inflationary effects of 
high Government expenditure in any direction. It is not 
possible to vary all Government expenditure counter-cyclically, 
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but in any case large increases should be confined to bad 
times. 

Taxation at £509 millions is now approximately 25 per 
cent. of national income, after having been considerably above 
that level in the early post-war years, so that, if there is any- 
thing in Colin Clark’s well-known argument, the level of 
taxation has certainly up to now been too high. There is 
little doubt in any case that it isso high as to have discouraging 
effects on work and industry. 


(f) Monetary Policy 


In accord with current fashion Australia has more or 
less discarded the rate of interest as a counter-cyclical weapon, 
and relies on “‘ Special Accounts ’’ and qualitative restrictions 
on advances to limit the volume of credit. 

The special account device was instituted during the War 
to immobilize additional cash arising from war finance and to 
prevent it being used by the banks as a basis for a secondary 
inflation. This was done by requiring the private banks to 
lodge with the Commonwealth Bank, in a special account, 
sums equal to the increase in their deposits since 1939. By 
an Act of 1945, the Bank was given power to continue this 
control in peace-time, and it has been important in reducing 
the repercussions of high export incomes on the economy 
to their primary effects. The Commonwealth Bank has issued 
directions to the trading banks with a view to restricting 
advances to essential industry and so preventing unnecessary 
inflationary effects. These directions are, however, general in 
nature, and in view of what has been said elsewhere in this 
article it is clear that this policy has not been very successful. 
The following figures, relating to the main trading banks, 
show variations in the chief banking items since 1939 :— 





Month Deposits Liquid Assets Government | Advances Special 





in Australia Securities Accounts 
£m. £m. £m. | £m. £m. 
July 1939 317 51 22 | 294 — 
July 1945 572 78 104 | 212 234 
June 1948 717 65 59 349 293 
» 1949 817 51 62 383 381 





Source : Report of the Commonwealth Bank, 30th June, 1949. 
The volume of money in the hands of the public (notes 
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and bank deposits) has risen from £613 millions in June, 1939 
(or 75 per cent. of the national income) and £1,515 millions in 
June, 1946 (115 per cent.) to £1,780 millions in June, 1949 
(80 per cent.). 


(g) International Trade 


Australia’s role as a dependent economy has been again 
forcibly demonstrated since the War—just as she “ imported” 
overseas depression in 1929, so she may be said to have 
imported overseas inflation since 1945. Soaring export incomes 
have been perhaps the greatest inflationary force in the 
economy. The total value of exports has risen from {£122 
millions in 1938-39 and £197 millions in 1945-46 to £543 
millions in 1948-49 and £617 millions in 1949-50, and this 
in spite of the fact that there has been relatively little increase 
in the volume of exports of most commodities’. Export prices 
had risen by the beginning of 1949 to 360 per cent. of the pre- 
war level. Although there was a subsequent decline, the 
devaluation of the Australian pound against the dollar in 
September (which accompanied the sterling devaluation) has 
been followed by a further rise in export prices to 475 per 
cent. of the pre-war level, thus giving a new lease of life to 
inflationary pressures which were then showing some signs of 
becoming weaker. 

In spite of her strong position on total account, as 
evidenced by the building up of international currency reserves 
from £56 millions in 1939 to £451 millions in June, 1949, 
Australia has been suffering from an acute dollar shortage. 
Her own deficits during the past three years have been $54 
millions, $164 millions and $72 millions successively, and the 
fact that these have had to be financed from the sterling area 
“dollar pool’’ has not helped Britain in her difficulties. 


LESSONS TO BE LEARNED 


There are two principal lessons to be drawn from the 
above story. First, the history of Australia since the War has 
been one of pronounced and persistent inflation, and although 


1 It should be noted that Australian primary industry, especially wool, meat and dairy 
products, was hampered by severe droughts in certain areas in the last years of the Wat. 
The number of sheep fell from 123 millions in 1943 to 96 millions in 1946, the number of 
cattle from 14.2 millions in 1944 to 13.4 millionsin 1947. In those circumstances, it 1s 001 
altogether surprising that the volume of exports has not expanded significantly. The ovt- 
look is now much improved, though shortages of labour and some essential materials are 
still limiting factors on increased output and the recent floods have retarded the recovery @ 
flocks and herds. 
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this has been accompanied by full employment, it cannot be 
claimed that this full employment is the result of economic 
policy. Post-war conditions have been such that it would have 
been almost impossible for a Government not to have main- 
tained full employment. In point of fact, the current boom 
has been largely generated by high export incomes, and except 
that these have replaced overseas borrowing as the main-spring 
of activity, the situation is not very different from that of the 
nineteen-twenties. One does not need to be a prophet to 
foresee the difficulties which Australia faces when the tide of 
export prices recedes—1929 stands as a grim warning’. 

Economic theory has, we may hope, now made it possible 
for the economy of the future to be safeguarded against 
depression involving unemployment. But no economist has 
been able to show how to avoid some degree of price and 
income adjustment after a period of gross inflation, such as 
that which Australia has been experiencing in the last four 
years. It is one thing to maintain full employment, but quite 
another to hold the price and income level against a heavy fall in 
export prices. 

Secondly, Australia’s difficulties have, by and large, not 
been caused by problems envisaged by economists when “ full 
employment without inflation’’ was first being propounded 
as an attainable object of economic policy. That is to say, the 
main difficulties are not primarily questions of industrial 
discipline, immobility of resources, etc. (although these prob- 
lems certainly exist) but are simply the difficulties of a classical 
inflationary situation that may still be described by the phrase 
“too much money chasing too few goods”. Demand has been 
stimulated by attempts to make up war-time shortages of con- 
sumer goods, by high export incomes, by a high level of invest- 
ment, and by heavy Governmental spending, while essential 
production has lagged. 


PART II 
INTERNATIONAL IMPLICATIONS OF AUSTRALIAN 
DEVELOPMENT AND INVESTMENT 
PROBLEMS OF DEVELOPMENT AND INVESTMENT 
So far this paper has been mainly concerned with our 
domestic problems, although it has pointed out that one of the 
* It is not generally realized just how similar Australia’s present position is to that of 


che nineteen-twenties. For a discussion of thissee my Back to Earth in Economics (Australia 
(948) (Angus and Robertson). 
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main causes of inflationary pressure has been the high level of 
export incomes resulting from the post-war deficiencies of 
primary products. It will now be suggested that, whilst this 
particular pressure is relaxing, the major cause of inflation 
during the next few years is also likely to be indirectly imported 
from abroad—namely the immigration programme and the 
capital development which it entails'. This section of the 
article will therefore provide a convenient link between the 
discussion, just completed, of Australia’s domestic problems 
and her international relations which we shall shortly consider. 
It is a major purpose of the article to suggest that, in so far asa 
high level dj investment is likely to be the major cause of 
inflation, a deliberate policy of overseas borrowing is required to 
finance large-scale imports of capital goods and other materials 
basic to the economy’s development. Events in the international 
situation in recent months emphasize the need for stepping 
up the rate of economic development in Australia. 

The major problem before the country during the next 
few years is that of raising the level of investment, both public 
and private, in the face of a rapidly increasing population 
and growing international responsibilities. Unless investment 
can be stepped up to keep pace with the rate of increase in 
population a fall in the standard of living is inevitable. It 
will be shown in a rise in prices greater than the movement 
in wages. Looked at in real terms, our economy is not able 
at present to provide the vast quantities of capital equipment 
needed, though a sound policy of development now may fil 
some of the gaps in the course of three or four years. We 
are short of coal by three to four million tons per annum, 
steel by probably 500,000 tons, and houses by at least 30,000 
per annum, and the list of capital goods in short supply could 
be extended over almost the whole range. The problem 
requires almost the same approach as meeting the supply 
problem of a modern army in a major war, but with this 
difference. The goods needed are for construction in peace, 
not for destruction in war, and there is a means by which we 


The increase of population on the immigration planned will be approximately 3 pet 
cent. per annum. The average rate of annual increase of Australia’s population over the 
past century has been from 2} per cent. to 24 per cent. but it has been by no meams even 
at this rate. There have been great numbers of immigrants from time to time, stim 
by the economic attractions of new anticipated economic opportunities or by deliberate 
policy on the part of the Government. This is a period of very strong encouragement by 
Government policy coinciding as it does with the existence of large numbers of sul 
immigrants in Europe. But the problems of absorption at a high standard of living umpos 
heavy demands for capital expenditure, roughly put at £1,000 per immigrant. 
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can avoid a fall in consumption expenditure or continued 
inflation. This is to import large quantities of all kinds of 
capital equipment and basic materials. 

Without heavy imports of such goods the Australian 
economy will continue to suffer from the malaise that has 
marked the post-war period. The pressure on resources will 
produce continually rising prices for all forms of capital 
equipment, the intermittent supply of materials will induce 
continued low output by both management and labour, and 
the over-all level of capital equipment will fall relatively to 

pulation, unless the whole migration plan is to be scrapped. 
xport production will not respond to the increasing require- 
ments of an expanding economy and the provision of social 
amenities will fall behind the needs of a progressive society. 
A community may, of course, elect to provide its capital for- 
mation by deliberately depressing the standard of living, or 
restricting its possible increase. This is the method of 

Communism, but it is not to be despised on that account. 
What rules it out for a democratic society is that it requires 
a public control of resources that imposes grave restrictions on 
freedom for the individual and limits the scope of private 
enterprise. Moreover, for a country that is a member of a 
group of progressive free societies it is not necessary. Such a 
country can safely take the risk of borrowing some of its capital 
equipment in the certain belief that the equipment will raise 
its productivity and its capacity to meet the cost, as it were, 
of renting the equipment and ultimately repaying the loan. 

_ When considered in money terms the case for external 
aid in meeting the country’s capital needs is reinforced. In 
1948-49 gross private investment was £400 millions and in 
view of the heavy demands for settling immigrants it will 
henceforth need to be at the rate of £600 millions at current 
prices, This means a great increase in savings if the whole 
of the added investment is to be met from current incomes in 
Australia. In 1948-49 personal savings (including taxation) 
were already some 25 per cent. of personal income compared 
with 11 per cent. pre-war. To step up the rate of savings by 
50 per cent. involves a ratio of savings to personal income 
that is in practice unattainable in a free society except under 
the compelling need of war. It can be assumed therefore that 
savings will not reach the level required to finance investment 
at the new rate postulated. Since investment will tend to 
exceed savings there will be undue competition for capital 








14 


goods with a consequent inflation of prices and incomes, hy}; 


these circumstances, savings and investment may be equated 
at the new level of £600 millions, but with higher prices both 
will fall short of the target in real terms, thus supplying ; 
typical example of an investment pressure resulting in inflation, 
Obviously this would be avoided if an appropriate volume of 
capital goods were imported and an overseas loan raised to 
support the level of savings during the expansion period of 
investment. In these circumstances the savings and investment 
could be equated without any rise in prices. 


THE CASE FOR DOLLAR BORROWING 


During the last few years Australia has maintained, if not 
strengthened, her economic ties with the United Kingdom by 
negotiating long-term contracts to supply Britain with food- 
stuffs at prices often below world parity, and by building up 
an export surplus with Britain at a time when the latter has 
been embarrassed by other countries drawing on sterling 
balances accumulated during the War. But until recently 
Australian policy on the world’s major international economic 
problem, the dollar shortage, has been largely negative, though 
designed to co-operate with the United Kingdom. It has 
been a policy of restriction, of avoiding risk and, consequently, 
of hampering internal development. We have seen above 
that Australia has been a fairly heavy drawer on the dollar 

1 of the sterling area, her annual deficit during the past 
our years averaging about $100 millions. A continuance of 
this policy would contribute little to the ultimate solution 
of the dollar problem, while imposing on Australia a severe 
limitation in capital development, reducing the standard of 
living and imperilling the success of the immigration policy. 
Fortunately the policy is now being reversed and Australia 
is assuming a more positive role in this major problem, which 
affects both her international development and her contribution 
to a difficult situation in South-East Asia. 

The need for capital imports on a large scale has been 
shown above. The resources of the sterling area are 
insufficient to provide all these imports on the required scale 
and such vital goods as tractors, earth-moving equipment, 
motor trucks, oil, timber and building materials and pre 
fabricated buildings will need to be imported, some of them 
from the dollar area. It is in the production of these com- 
modities that the economy of the United States excels, and 
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it is precisely in these commodities that our greatest defici- 
encies occur. I have suggested elsewhere’ that other members 
of the British Commonwealth face similar developmental 
problems to those of Australia, and that they could be attracted 
by acommon interest in a new plan of American aid entailing 
a4common approach to the United States, in which each 
country would negotiate its own dollar-loan agreement on an 
ordinary commercial basis. If the scheme is ambitious enough, 
providing not only for future requirements but also for present 
deficiencies on dollar account, its benefits would not be confined 
to the advantages obtained by the borrowing countries alone. 
It is fairly obvious that the dollar gap will still exist when 
Marshall Aid ends in 1952, so that the United States will 
need to continue its export of capital after that date.’ In the 
article just mentioned I suggested that a permanent solution 
to the dollar problem will require American capital exports to 
be directed more to non-European countries capable of 
providing the raw materials which the United States will 
eventually need to import, and the British Commonwealth 
should provide the best medium for this purpose. Not only 
would such a plan provide a possible answer to the dollar 
shortage; it would also give much needed relief to sterling. 
From an American point of view the proposition should be 
attractive because it could be negotiated along ordinary 
commercial lines, and would not follow the pattern of grants 
and near-grants which the United States has largely been 
forced to adopt since the War. And, as we shall suggest later, 
the plan could be profitably linked with an over-all plan of 
assistance to South-East Asia along the lines of President 
Truman’s Point Four* and of the Colombo Plan. 


1“ The Dollar Gap and the British Dominions ", Foreign Affairs, July, 1950. 

* The Korean crisis and the expanding defence preparations in the United States 
may, however, alter this picture quickly and substantially, and make it necessary for the 
United States to lend abroad in a similar manner to lend-lease in the recent war. 


* Point Four, so called because it was the fourth point of President Truman's inaugural 
address in January 1949, says ““ We must embark on a bold new programme for making the 
benefits of our scientific advances and industrial progress available for the improvement and 
growth of under-developed areas. I believe that we should make available to peace-loving 
peoples the benefits of our store of technical knowledge in order to help them realise their 
aspirations for a better life. And in co-operation with other nations, we should foster capital 
ivestment in areas needing development. 

Our aim should be to help the free peoples of the world, through their own efforts to 
produce more food, more clothing, more materials for housing, and more mechanical power 
to lighten their burdens. 

We invite other countries to pool their technological resources in this undertaking. Their 
contributions will be warmly welcomed. This should be a co-operative enterprise in which 
all nations work together through the United Nations and its specialized agencies wherever 
Practicable. It must be a worldwide effort for the achievement of peace, plenty and freedom.” 
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Whether or not, however, such a proposal gains acceptance 
it should be clear that Australia herself needs dollar loans to 
finance the imports needed for her adequate development 
during the next few years. It should be an easy matter to 
obtain direct loans from the United States Government on 
reasonable terms and without the strings that go with Marshall 
Aid—which is mainly in the form of gifts. To assist the United 
Kingdom part of the loans could be used to meet our present 
minimum requirements for dollar imports, while some of the 
restrictions on such imports could be lifted. The debt could 
be serviced by using part of the proceeds to expand production 
in potential dollar-earning industries, e.g. meat, and by relying 
on expansion of the American economy to increase the 
dependence of the United States on imported raw materials, 


AUSTRALIA AND INTERNATIONAL COLLABORATION 


In addition to giving full support to the United Nations 
and its agencies, Australia has effectively participated in the 
Mutual Aid Agreement, the Food and Agriculture Organization 
(F.A.O.), the Bretton Woods Fund and Bank, the International 
Trade Organization (I.T.O.), the United Nations Relief and 
Rehabilitation Administration (U.N.R.R.A.), the International 
Refugee Organization (I.R.O.) and the International Children’s 
Emergency Fund (I.C.E.F.). She was the first country, 
at Hot Springs in May, 1943, to stress the view that the 
expansion of world trade depended on the maintenance of 
high level of employment, a proposition which she reiterated 
in nearly all subsequent international discussions, and which 
is included in the Charter of the United Nations itself. She 
has taken a leading part in the proceedings at Lake Success 
and has contributed to relief and rehabilitation in other 
countries by making the fourth largest contribution to 
U.N.R.R.A., by undertaking to accept 200,000 displaced 
persons from I.R.O., and by contributing some £4,000,000 
to post-U.N.R.R.A. relief needs (including £860,000 to I.R.0., 
£1,000,000 to I.C.E.F. and £90,000 for educational assistance, 
in the form of scholarships and material supplies, to South- 
East Asian countries). Australia was also one of the first 
countries to answer the United Nations’ call for military assist- 
ance in Korea. Australian air and naval units went into action 
almost immediately fighting broke out and an army contingent 
was promised shortly afterwards. ’ 

The most important proposal made recently by Australia, 
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and one which may have far-reaching consequences, is that put 
forward by Mr. P. C. Spender, the Australian Minister for 
External Affairs, at the British Commonwealth Conference at 
Colombo in January, 1950. Mr. Spender suggested positive 
action by Commonwealth Countries to provide material and 
technical assistance to South-East Asia. In the somewhat 
vague words of the final communiqué issued by the Conference, 
the Foreign Ministers present at Colombo “ reviewed 
the current problems of South-East Asia, both political and 
economic. It was recognized that, in the changing conditions 
brought about by recent developments in this area, progress 
depends mainly on the improvement of economic conditions. 
The Conference was impressed by the magnitude of the 
contribution which the success of progressive policies in this 
area could make to the peace and prosperity of the world.” 
For a more precise definition of Mr. Spender’s aims we 
were forced to await the meeting of the Consultative Com- 
mittee which the Colombo Conference established to look into 
his proposal and suggest how the development of South-East 
Asia might be implemented. This Committee met in Sydney 
during May, 1950, and made the following recommendations : 


(a) Development should proceed in stages according to a 
six year plan. 

(6) A Commonwealth Technical Assistance Scheme, 
involving the expenditure of some £8 millions during 
the next few months, should be inaugurated and a 
Commonwealth Bureau established at Colombo to 
co-ordinate the work. 


(c) Countries affected should prepare statements of their 
economic situations and development programmes for 
consideration at a further meeting in London in 
September, 1950. 


(d) Non-Commonwealth countries in South-East Asia 
should be invited to participate in the scheme. 


It was, perhaps, clear from the very beginning that the 
motives for the Colombo Plan were as much political as 
humanitarian, and that the overriding consideration has been 
to devise some programme which provides an opportunity of 
stopping the spread of Communism in the areas under discus- 
sion. What has not been made clear, however, is just how the 
above programme is going to succeed in this task. First, the 
Commonwealth Countries participating in the Plan either face 
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tremendous developmental projects of their own, for which 
they are finding it difficult enough to furnish the funds, the 
physical resources or even the know-how ; or, if they are not 
in this category, as Britain herself is obviously not, they have 
problems of their own in regard to balance-of-payments 
difficulties or inflation which make any large-scale export 
of capital or goods an extremely costly and hazardous ven- 
ture. And no one could be so naive as to think that the prob- 
lems of South-East Asia are likely. to be solved by anything 
less than large-scale aid—the £8 millions mentioned at Sydney 
must be regarded as exploratory and an earnest of more to 
follow. 

Secondly, there is the point made by The Economist 
(in the issue of 14th January, 1950) that the time factor is too 
important to ignore and that the threat of Communism is too 
close at hand to permit reliance to be placed on economic aid 
alone, which must be essentially long-term in character. 

Subsequent events in Korea have given added signifi- 
cance to this problem, and for a solution we are forced to turn 
to some form of military arrangement. Australia’s actions in 
sending forces to Korea and Malaya have been prompted by 
a realistic appraisal of the significance of developments in 
these two countries rather than by any treaty obligations. 
Australia has indeed been in the van in seeking a firm mili 
entente, and has been scouting the possibility of a Pacific Pact. 
Until the outbreak of fighting in Korea this idea seemed to be 
meeting some hostility in Asia, but more recently there have 
been signs that some Asian countries at least would now be 
willing to participate. 

Greater defence commitments will only serve to reinforce 
the inflationary pressures already so strong in Australia, but 
the maintenance of adequate security must remain this and 
every other free country’s first consideration. Whether or not 
the outbreak of another major war can be prevented by the 
police action now taking place in Korea, and to a lesser extent 
in Malaya, we do not know. But nothing is more certain than 
that war would have been inevitable without such action, and 
Australia has only been realistic in accepting this fact. __ 

For the solution of the former problem, that of providing 
the technique and resources in sufficient volume to implement 
the Plan, we are again forced, as we have been forced continually 
since the end of the War, to look towards the United States. 
The United States have a similar stake to the British Commot- 
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wealth in the preservation of stability in South-East Asia, 
and are already committed to a policy of aid to under-developed 
countries as a result of President Truman’s Point Four. 
Assistance under this must be essentially complementary to 
the programme envisaged by the Commonwealth Countries. 
There would seem to be good reasons for the Commonwealth 
Countries and the United States to establish a joint Secretariat 
through which all economic aid could pass; and it should be 
obvious that the Commonwealth Countries can provide 
effective assistance through the Colombo Plan only if they 
themselves are helped along the lines of the scheme for dollar 
borrowing which I have sketched above. 


RECONCILING INTERNAL AND EXTERNAL ECONOMIC POLICY 


At the Colombo Conference and in subsequent discussions 
Australia committed herself to full participation in any develop- 
ments that will link the British Commonwealth and the United 
States in rendering economic aid to South-East Asia. In this 
respect the economic policy of Australia in regard to the 
countries contiguous to her has become much more positive 
in recent months. But this is not the only direction in which 
such a change has occurred. The recent visit of the Prime 
Minister, Mr. Menzies, to the United Kingdom, the United 
States of America and Canada was concerned in large part 
with the economic relations between Australia and the United 
States, and with the pressing need for a greater supply of 
capital goods to expedite internal development. As already 
argued there is an overwhelming case for external assistance 
to finance the purchase of capital goods. Mr. Menzies’ visit 
coincided with the outbreak of the Korean conflict and the 
call of the United Nations for military assistance to combat 
aggression in Korea. Australia’s quick response to this call is 
positive evidence of the increasing sense of responsibility 
impelling Australia towards greater co-operation with other 
nations in maintaining the prestige of the western world in 
South-East Asia. With increased defence activity added to an 
already high rate of migration and economic development the 
strain on the country’s capital resources will become acute. 
Consequently the announcement of a Dollar Loan of one 
hundred million dollars from the International Bank comes 
at a most appropriate time. 

The loan is designed to assist in the economic development 
of Australia and particularly to enable the country to sustain 
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the high rate of population increase. It is not to be confused 
with the immediate issues of war and peace in the Pacific, 
though obviously the importation of large quantities of capital 
goods will improve the capacity of the country to expand and 
maintain a war effort appropriate to the situation. There is, 
of course, some opposition to the overseas borrowing and the 
new loan will not pass without public criticism. The argument 
is quite familiar. In borrowing dollars, Australia is again 
embarking upon a course of action that brought serious difficulty 
at the end of the twenties, and imperilled the financial structure 
when prices fell. Fixed interest bearing loans have the dis- 
advantage of imposing a heavy burden when the national 
income declines and the balance of payments is adverse. In 
the case of a dollar loan the argument is reinforced by the 
traditional view that dollars are likely to be in short supply 
in the event of economic adversity being experienced by 
Australia. Those who hold these views will consider the dollar 
loan a doubtful experiment, or even a great mistake in policy. 

The positive economic arguments in favour of the loan 
have been set out above. In the absence of capital imports, 
Australia will not be able to sustain a rapid rate of ee 
growth or play a strong part in the South Pacific. With so 
much attention being given in recent years to the importance 
of resources as compared with money the loan should be 
regarded as borrowing, from the United States and elsewhere, 
capital goods that would otherwise not be available. There is 
little question that these goods will step up the rate of internal 
economic development and enable Australia to play a more 
effective part in the difficult international situation with which 
the Western World is faced. It could indeed be argued that 
both the United States and Australia would be guilty of gross 
negligence if they did not combine to develop Australian 
resources as rapidly as possible. But this does not dispose of 
the contention that an increase in external debt, and especially 
of dollar debt, involves risk. What is the magnitude of this 
risk? In 1929 external interest payments amounted approxi- 
mately to 20 per cent. of Australian exports and 5 per cent. 
of the national income. Today the external interest obligation 
is 30 per cent. less in money value than in 1929, while both 
exports and national income have increased enormously. Thus 
the interest burden is only about 3 per cent. of the value of 
exports and 1 per cent. of the national income. To avoid 2 
moderate dollar borrowing policy because these percentages 
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might be increased is surely a policy of timidity not compatible 
with either the Australian temperament or the resources of 
the continent the Australians occupy. Security is not to be 
attained by the avoidance of all risk; nor are great achievements 
in the lives of nations and individuals to be achieved without 
assuming risk. On these grounds the dollar loan is in my 
opinion long overdue. 

It is an important reversal of recent policy, representing 
as it does a renewal of a traditional policy abandoned in the 
depression of the nineteen-thirties, and requiring a fundamental 
orientation of Australian economic relations with the United 
Kingdom. There should be no fear that any weakening in 
these relations should follow, however. On the contrary, a 
closer financial nexus with the United States will place Australia 
inastronger position to help the British Commonwealth to play 
an effective part in the problems of South-East Asia. Internally 
it will ease the strain on the economy by adding to the supply 
of the capital goods required for development and thus anes 
the assimilation of migrants. It is thus clear, on reflection, 
that such a change of policy is appropriate to the needs of the 
moment on both internal and external grounds. It is a pledge 
on the part of Australia to proceed with development of her 
resources at a rapid rate, to assume the risks associated with 
such development and to join with those countries who believe 
in an expanding world. 

DouGias COoPLAND. 
The Australian National University, 
Canberra, Australia. 


August, 1950. 
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Devaluation One Year After 
By T. W. Kent 


HE pound sterling was devalued from $4-03 to $2-% 

on tember 18th, 1949. North Korean troops crossed 

the 38th parallel into the Republic of Korea on June 
25th, 1950. Between these dates, it is safe to guess, the future 
historian will set one phase in the twisting course of post-war 
economics. The Korean war has begun a new chapter if not 
a new book. 

This is not, of course, to say that the effects of devaluation 
are complete. If the world were like an economist’s model, 
in which the long-run consequences of one change have tim 
to work out before the economic system undergoes any other 
major disturbance, then we would for a year or two ahead 
still be watching the adjustments of production and prices to 
the exchange rates established last September. In fact the 
new defence programmes are another major disturbance. Its, 
mast nae mene , to those programmes that business expectations 
and the structure of production and prices in the nor- 
Communist world will now be adjusted. The slower influences 
of devaluation are still at work, but they are now secondary 
and hard to isolate. 

In the nine months’ experience from September to June 
we have, therefore, most of the material on which the signif- 
cance and lessons of the devaluations of 1949 can be assessed. 
To have the material is not to be able to make final judgements. 
But to examine it promptly should at least make us aware of 
some of the inevitable blind spots in our immediate observation, 
and encourage us to look again with fewer preconceived ideas 


I 
TRADE AND AMERICAN DEMAND 
The natural approach is to ask why things have turned 
out so differently from the expectations of last September. 
The politicians, at any rate, had put little faith in devaluation 
In fact it has caused less disturbance than they feared and 
has brought in more dollars than they dared to hope. Ini 
most general form, the contrast is this: since devaluation 
the flow of dollar trade and payments has changed more sharply 
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than was generally expected, while internally the economies 
of the devaluing countries have changed less than most people 

ted. At home, everything has gone on much as it was. 
Prices and wage-rates have both been sticky; employment 
has remained very high or even risen; there has been neither 
any large increase in inflationary pressure nor any serious 
retrenchment. This stability is perhaps most marked in 
Britain, but it has not been much less in other countries. 
Most economic indicators have suggested a period of relative 
equilibrium rather than of adjustment to a violent economic 
change. In dollar payments, on the other hand, the change is 
dramatic. In the nine months from October rst to June 30th 
the sterling area has earned a surplus of $189 millions, 
compared with a deficit of $1,501 millions in the previous 
nine months. As late as January, British Government estimates’ 
implied that at the middle of this year the gold and dollar 
reserves would be only about $1,630 millions—a mere $290 
millions above the breaking point of September 18th. This 
forecast may have been kept deliberately on the low side, but 
certainly there was before the spring no serious expectation 
that the reserves would rise to more than $2,000 millions. 
On June 30th they were in fact $2,422 millions. 

Devaluation alone plainly has not produced payments 
changes of this size with hardly any disturbance to domestic 
economies. The United States terms of trade are perhaps the 
most significant indicator. In itself, the sure effect of wide- 
spread devaluation against the dollar would be to lower both 
American import and American export prices in dollars, and— 
whatever the absolute size of the changes—to reduce import 
prices more than export prices; the terms of trade would 
become more favourable to the United States. In fact, from 
August, 1949, to June, 1950, American export prices were 
cut by 5 per cent. while American import prices rose by 
7 per cent. The terms of trade have moved quite sharply 
against the United States. 

_ In face of such facts it is impossible to think of devalu- 
ation as the main change introduced into the economic system 
since the summer of 1949. The other changes, working with 
or against it, have not been minor matters. The principal 
one seems plain enough: the American boom. But the simple 
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interpretation of its influence now established in much economic 
discussion is nonsense. It is complementary to the line of 
thought which made the American recession in 1949 respon- 
sible for the sterling crisis. It is an interesting case of seeing 
what is believed. During the war-time discussion of economic 
reconstruction, the commonest of established platitudes was 
that everything—the volume of world trade, international 
investment, the possibilities of restoring a liberal trading 
system, and all the rest—depended on the level of United 
States activity and employment. As long as that was all right, 
the implication often became, everything would be all right 
(or if not, then the fault would lie in the American tariff). 
Crises during the post-war boom have made the relevance 
of policy in the rest of the world more apparent, but still, if 
the dollar gap yawned wide in the summer of 1949, then 
obviously it was because, with a slight recession, American 
purchases from the world had been heavily cut; if the dollar 
gap is closed in 1950, then obviously it is because demand, 
particularly for raw materials from the sterling area, is 
booming. All this is a fairy tale. The alleged American import 
slump occurred in the second quarter of 1949. Total sterling 
area exports to the United States were then worth $28: 
millions, compared with $345 millions in the first quarter of 
the year, when they had been equal to the 1948 quarterly 
average. This decline was partly offset by bigger sales to 
Canada. Total sterling area exports to North America in the 
second quarter were $50 millions less than in the first quarter 
and $54 millions below the 1948 average. This is hardly the 
direct explanation of a dollar deficit increased by $302 millions 
—nearly 100 per cent.—between the first and second quarters. 
The small importance of the American recession, in its 
direct effect on trade values, is shown even more clearly by an 
analysis of United States commodity imports from the world 
as a whole. Nine commodities together account for some 
80 per cent. of the total value of United States imports from 
sterling area countries other than the United Kingdom. They 
are: rubber, jute, wool, cocoa, diamonds, tin, hides and skins, 
tea, and furs. American imports of these nine commodities 
from non-sterling countries were slightly bigger (by value) im 
the second quarter of 1949 than they were in the first quarter. 
The dollar trade lost by the sterling area was the combined 
result of a slight fall in total American imports and a 
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shift of American purchases to other suppliers. The sterling 
area's share in United States imports of the nine commodities 
was §7 per cent. in 1948, 60 per cent. in the first quarter of 
1949, and 52 per cent. in the second quarter. At $300 millions, 
the total value of these American imports from all sources 
was in the second quarter only $41 millions less than in the 
first, and $91 millions less than the quarterly average of 1948. 

The increased American imports associated with the boom 
this year have equally not been a main cause of the improve- 
ment in the sterling area’s dollar position. For many 
commodities there was in fact—at any rate until mid-summer 
and the Korean War—nothing more than a mild recovery 
from a moderate recession. Sterling area exports to the 
United States of rubber, jute and cocoa—three principal 
dollar earners—were all appreciably lower (in dollar value) 
for the first three months of this year than for the same period 
of 1949. The “ boom” was mainly in wool, with support 
from tin, diamonds, tea, and other less important commodities. 
In the first half of 1950 the United Kingdom’s exports to North 
America were almost identical, in dollar value, with those of 
the first half of 1949 ($275 millions against $263 millions). 
The exports of the rest of the sterling area rose from $606 
millions to $649 millions, an increase by $47 millions in trade 
with the United States being slightly offset by a decline of 
$4 millions in trade with Canada. The exports of the whole 
sterling area to North America were increased in dollar value 
by $55 millions, or 6 per cent. They played a negligible part 
in the removal of the sterling area’s dollar deficit of $962 
millions in the first half of 1949 and its replacement in the 
first half of 1950 by a surplus of $220 millions. 


II 
Import CuTs 
The main components of this change might be put down, 
very roughly, as follows : 


$ millions 
Increased exports to North America ai we o. 55 
Reduced imports from North America .. = ae 595 
Improved balance with rest of dollar area wii a 50 
Reduction in dollar payments to non-dollar countries .. 150 
Residual improvement oe os - a os 332 


Making change-over from deficit of 962 to surplus of 220 1,182 
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The improved balance with dollar countries other than 
the United States and Canada is estimated very crudely as 
$50 millions on the assumption that imports have decreased, 
and exports increased, in the same a as those for 

0 


North America. The $150 millions for the reduction in 
payments to non-dollar countries is also * a pean such 
ayments were $160 millions in the first half of 1949, and we 
~- Sir Stafford Cripps’s authority for believing them to 
have been “‘ very moderate” this year by comparison with 
last year’s “‘ grievous burden.” The residual has two main 
constituents: an improvement in net invisible transactions, 
and the “ confidence’’” movement. In 1949, with devaluation 
anticipated, payments into sterling were slowed down as much 
as possible and payments into dollars speeded up. In effect 
there was a substantial flight of short-term capital to the 
United States. The main reversal of this capital movement 
occurred, no doubt, in the last quarter of 1949, but some of 
it was certainly deferred into 1950; confidence in the pound 
at the new exchange rate revived only slowly. United States 
statistics suggest that the improvement in genuinely current 
invisible transactions was small in the first quarter of the year. 
The capital movement therefore probably accounts for much 
the greater part of our residual. In other words, it was chiefly 
because of this temporary movement that the sterling area 
earned a dollar surplus, as distinct from achieving a dollar 
balance, in the first half of the year. 

A drastic readjustment between the values put on these 
items will probably be necessary when United States and 
British balance of payments figures for the full half-year have 
been published. What matters for our present purpose, 
however, is that altogether they account for less than a half 
of the change in dollar payments between the two periods. 
Increased exports account for less than another 5 per cent. 
By far the chief part in removing the sterling area’s dollar 
deficit has been played by import cuts. They represent almost 
exactly a half of the turn-round of $1,182 millions between 
the first half of 1949 and the first half of 1950. 

The Commonwealth Finance Ministers decided to cut 
dollar imports in July, 1949, when the British Government 
was still hoping to avoid devaluation. Whether the independent 
members of the sterling area could in fact make the cuts 
through physical import controls, while dollar goods remained 
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so attractively priced as they were at the old exchange rate, 
always seemed very doubtful. What was planned was, in any 
case, a cut of one quarter ; what was achieved in the first half 
of 1950 was a cut of more than a third. The — area’s 
imports from North America were worth $1,593 millions in 
the first half of 1949 and only $998 millions in the first half of 
this year. While administrative controls no doubt helped in 
places, devaluation has probably been the decisive influence 
in squeezing out so much of North America’s export trade. 

This contraction of dollar trade is general, not confined to 
sterling markets. The information for Table I is taken from 
the United States balance of payments statistics. In as little 
as six months after devaluation all areas except Latin America 
cut their buying from the United States by between 15 and 
30 per cent. United States export prices during this period 
were on average only about 4 per cent. lower than they were 
during the six months before devaluation. Most of the reduction 
was in the volume of trade. 














TABLE I 
Srx-MonTHLY PERIODS 
1948 
United States merchandise half- April, 1949, October, | Column (3) 
exports to: yearly to 1949, to as percent. 
rate September, March, of (2) 
1949 1950 
(1) (2) (3) 
' $m. $m. $m. % 
United Kingdom .. ee 331 390 299 77 
Rest of sterling area oe 681 619 441 71 
Other E.R.P. countries and 
dependencies in “a 1,707 1,506 1,280 85 
Canada and Newfoundland. . 969 1,022 836 82 
Latin American republics .. 1,581 1,311 1,211 92 
Allothers .. se a | 1,445 1,377 1,021 74 
Toran .. ..| 6,714 6,225 5,088 82 


| 





In the one area where the United States went on selling 
Ost as many goods after devaluation—Latin America—the 
level of trade had already been sharply lowered compared with 
1948, and currencies were not, in general, devalued. The 
teductions otherwise are too widespread to be explained chiefly 
by tightened administrative control of dollar imports. They 
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are a response to the change of prices. A fresh observer, 
unaware of the post-war economic atmosphere, would hardly 
find this remarkable. For buyers in the sterling area and some 
other soft-currency countries American goods were made 44 
per cent. dearer on September 18th. Yet at the time United 
States export trade was not generally expected to respond so 
sharply as it has done. At the old rate of exchange many 
American goods were greatly under-valued to the soft-currency 
buyer; moreover, dollar spending on “ non-essentials” had 
been considerably limited by Government controls and by the 
authorization procedures of the American E.C.A. No doubt 
American exports would have fallen even if there had been 
neither devaluation nor tighter import controls ; the scale of 
Marshall aid was declining and three years’ of intensive effort 
at “ dollar-saving’’ were beginning to bear fruit in larger 
non-dollar supplies of some commodities. But even in these 
circumstances demand would probably have been fairly inelastic 
in face of quite a sharp increase in the soft-currency prices of 
American exports. An increase so sharp as 44 per cent.—or 
rather, allowing for the slight reduction in dollar export prices, 
40 per cent.—has proved to be a different matter. 

This was not, it seems, the result the British Government 
had in mind when it fixed the extent of devaluation. The 
planners thought any fine calculation of purchasing-power 
parities at once impossible and irrelevant to controlled 
economies. The governing conditions were regarded as 
psychological : the devaluation must be big enough to convince 
foreigners that the new value of the pound could be held—and 
could be held with that minimum of disturbance to the domestic 
economy, and particularly to “ full’? employment, which 
everyone who judged on past performance would expect to be 
the British Government's chief concern. In its effects on world 
trade, devaluation was, in other words, one of those sudden and 
uncalculated plunges in the dark which have so far been 
characteristic of our economic planning. 


Table II is intended to sum up the actual effect on price 
relationships as well as any one set of statistics can do. The 
export price index for each country has been revalued to allow 
for all devaluations against the United States dollar, and then 
divided by the American index (181 for January—August, 1949, 
and 166 for May, 1950) in order to show how much dearer or 
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cheaper than in 1937 each country’s exports were by com- 
parison with American exports. 


TABLE II 


Export Prices, revalued in U.S. dollars 
(1937 = 100 for all countries) 





Average 

January-August, May, 

1949 1950 

United States .. wa és 100 100 
Switzerland .. ie oh 134 140 
Italy .. oe ee os 131 120 
Belgium ae a 150 119 
Netherlands .. ee ns 140 111 
Denmark es as a 145 103 
France .. ee ee oe 118 102 
Sweden ee ee 111 92 
United Kingdom es - 115 92 





Before devaluation, the exports of all these European 
countries were appreciably dearer, in dollar values, than they 
had been in comparison with American goods before the war. 
Belgian exports were as much as 50 per cent. above their pre- 
war price relationship with American exports. Belgium now 
shows as sharp a reduction in dollar prices as some countries 
which devalued more; export prices in Belgian francs have 
been cut. But it is notably British goods that are cheaper, in 
comparison with American exports, than they were in 1937. 


III 

AN UNSTABLE POSITION ? 

If these relative prices could be maintained Britain would 

no doubt do fairly well in competition with the United States 
in third markets, though not necessarily in the American 
market. The important question is whether they can be 
maintained. An exporting economy such as the British has 
much to gain—particularly in terms of employment—from a 
slight under-valuation of its currency. It is as well not to forget 
that the attempt to get this benefit involves the risk of pre- 
oe competitive devaluations. And a heavy price in 
adverse terms of trade has to be paid for so large an under- 
valuation as seems to exist at present. (For many trades and 
markets the relevant comparison is with the prices of other 
European countries, not with American prices.) 
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It would, however, be very optimistic to think that the 

current price is the highest that need be paid for maintaini 
resent domestic policies. That internal costs will rise is the 
esser part of the danger. The formal abandonment of wage 
“ restraint ’’ by the trade unions may not in itself make much 
difference. It is chiefly the various devices for postponing 
wage advances—through arbitration and the rest—that have 
kept the rise in money incomes fairly slow during the past 
two years. These devices are plainly going to be less effective 
in the near future. The wage policy pursued since 1947 has 
been, like so many other policies, an improvisation that by its 
nature could not last very long. But though the pace of wage 
advances will now quicken, it may still be no more than 
moderate ; the Government and the union leaders can probably 
still prevent a sudden, sharp wage inflation. 

Across the water, rearmament seems certain to carry 
farther, for some time, the recent rising trend of United 
States prices; and it will at least inhibit price falls in other 
countries. British prices may well rise no faster, and possibly 
will rise slower, than those of competitors. But even so it 
would be unwise to assume that a steady upward movement 
of costs and prices can be floated off on an American rearma- 
ment boom. Even some relative increase in domestic American 
prices may not serve to maintain the competitive power of 
British exporters against American in third markets. The 
circumstances since devaluation have been exceptionally 
favourable. It is here, rather than by stimulating the American 
demand for imports, that the United States boom has probably 
had its decisive influence. American exporters accepted with 
remarkable complacency the loss, in six months after 
devaluation, of a fifth of their trade. They would not have 
taken it so lightly if business had not been improving at home. 
If American domestic demand had been only steady, export 
prices would surely have been cut by more than 5 per cent. 
from August to June, and probably—given the psychology 
of American business and the marginal character of much of 
its export trade—they could have been cut sharply even if 
American imports had remained dear. 

As it is, comparative American indifference to export sales 
has combined with strong consumer resistance to them. For 
three years, Governments have been building up a moral 
atmosphere in which “ independence ’”’ of dollar supplies 1s 2 
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mark of grace and dollar-spending a sin. There were con- 
siderable prejudices and envy of the Americans on which to 
build. The atmosphere of crisis in 1949 must have greatly 
reinforced these attitudes. No doubt they affected business 
decisions very little as long as American goods were markedly 
cheaper than alternative supplies. They may have become 
important when American prices were put up by 40 per cent. 
Import controls and Government exhortations apart, there has 
probably been in the last twelve months a strong tendency 
for manufacturers and traders to prefer non-dollar supplies 
even when they are a little dearer or a little slower in delivery. 

With the growth of the sterling area’s reserve the sense of 
patriotic necessity about dollar-saving is bound to weaken. 
Rearmament, with its heavy demands on the engineering 
industries, seems likely to lengthen British delivery-dates for 
export more than those of either European or American 
competitors. Either this or any comparative og of 
American goods would certainly weaken the business inclina- 
tion to buy from non-dollar sources. The stability of dollar 
export prices, in face of a reduced demand, is a function of the 
expansion in American domestic demand rather than of its 
absolute level. If the expansion slackens, even without a 
recession or any fall in domestic American prices, dollar 
exports are very likely to become cheaper, and the demand 
for them may again prove to be elastic. The certainty in 
British policy is that, however well it may by “ disinflationary ”’ 
or other methods moderate a rise in prices, it will never enforce 
a reduction in prices to meet such increased competition ; 
another devaluation would come before that. 

The upshot of this analysis is to suggest that the natural 
elasticity of the price system, in responding to alterations of 
exchange rates, has been only deferred since September. The 
normal secondary reaction of prices tends to narrow the gap 
between prices in the devaluing countries and in the rest, 
and so to damp down the shifts in trade caused by devaluation. 
Prices in the devaluing countries rise, in terms of their own 
currencies, and other prices fall; the relative cheapening of the 
first group’s exports is gradually reduced. To the devaluations 
of 1949 this reaction has so far been slight. British wages and 
prices have risen less than was expected in response to higher 
import costs, and in general American prices have not fallen 
at all; exports are a little cheaper, but imports are dearer and 
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the wholesale price index was by June (before the Korean 
invasion) 3 per cent. higher than in August, 1949. 

It is because prices have moved so little that the results 
of devaluation have been concentrated on sharp changes in the 
flows of international trade and payments. And it is by 
encouraging the most important of these changes—the reduc. 
tion in United States exports—that the American boom has 
exercised its main influence. 


IV 

THE AMERICAN Boom 

It might be tempting to take the stickiness of prices after 
devaluation as an example of the rigidity of modern economies, 
But for the American side of the equation that would be 
wrong. On the contrary, the last twelve months have given 
encouraging evidence of the flexibility of the American 
economy. In the first half of 1949 price and production 
adjustments after the long boom had been associated with a 
slight recession. In August, business was just beginning to 
pick up at lower prices. Since then the deflationary force of 
sterling devaluation has been strongly at work in the United 
States. In the first six months of 1950 the volume of exports 
was 21 per cent. less than in the same period of 1949. In 
value the cut was by 27 per cent., from $6,694 millions to 
$4,899 millions. At the same time American imports rose in 
volume by 14 per cent. and in value by 12 per cent., from $3,427 
millions to $3,852 millions. The United States trade surplus 
was cut by more than two-thirds, from $3,267 millions to 
$1,047 millions. These are six months’ figures. Spending has 
switched from American products at the rate of $4,440 millions 
ayear. This is 2 per cent. of the whole United States national 
income. By any standards it is a sharp deflationary sh¥@k for 
an economy to sustain. It might well have been decisive for an 
economy which last September had barely begun to recover 
from a period of de-stocking and business hesitation. There 
need have been no surprise if devaluation had brought the 
long years of sustained American prosperity to an end, and 
had precipitated throughout the world a return to harshly 
competitive conditions of trade. It was with this danger m 
mind that last autumn the effects of devaluation on the British 
dollar deficit were judged, as it has turned out, pessimistically. 
In fact the United States took the large loss of export 
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business, and the slight growth of competitive imports, in its 
stride. The nationa! output of goods and services is estimated 
to have risen in six months by 6 per cent., from an annual rate 
of $254,000 millions in the last quarter of 1949 to a rate of 
$270,000 millions in the second quarter of 1950 ; it is slightly 
higher, both in money value and in real terms, than at the peak 
of the boom in the last quarter of 1948. This is an important 
demonstration at once of the flexibility of American industry, 
in adjusting itself to changing demands, and of the strength 
of the economic, social, and institutional forces which now 
work to maintain a reasonably steady level of activity in the 
United States. 

“ Reasonably steady ’’ does not mean that United States 
national income will never do anything but increase. It does 
mean that a slump of anything approaching the 1931 dimen- 
sions looks increasingly unlikely. Fluctuations of perhaps 
5 to 10 per cent., on a steadily rising trend, may be regarded as a 
low price to pay for American technical vigour and economic 
efficiency—with all that those mean for, among other things, 
the defensive strength of Western civilization. But it is 
important to recognize the price: a small drop in United 
States income, or even a slowing down of the expansion, will 
stimulate American exporters to considerably more than their 
present efforts in many markets. 

On this analysis, the changes in trade and payments since 
devaluation are much less satisfactory, for the future stability, 
as well as for the average level of economic welfare, than is 
widely supposed. Underlying much economic as well as 
political thinking is still the belief that United States imports 
are bound to fluctuate sharply with the cycle of capitalist 
boom and slump. The nearer we can get to dollar balance by 
contracting our imports, therefore, and the less exports have 
to be expanded, the more assured will be full employment in 
the sterling world. This may be so, but it has no support in 
post-war experience. The analysis suggests rather that the 
value of American exports is likely to fluctuate, with moderate 
changes in American incomes, as much as or more than the 
value of American imports. 

Government import controls cannot stifle such periodic in- 
creases in American competition. Unless Britain’s dollar imports 
are repressed far below even the present level, to a point incom- 
patible with military strength as well as with economic welfare, 
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we shall remain dependent on earning dollars by exports to 
third countries, and especially to the primary producers of 
the sterling area. These countries have restricted their dollar 
imports, in varying degrees, in the abnormal post-war circum- 
stances when they were themselves running dollar deficits and 
drawing on the sterling area reserve. As they become 
accustomed again to a dollar surplus on their own accounts 
they will not be satisfied to keep out American goods by 
physical controls. They will hand their dollars in to London, 
and buy British goods instead, only if they thereby get as 
good or better service, in price and quality and in delivery 
dates, as they can get from American exporters. For Britain, 
dependent on multilateral trade, there is no escape from 
competition if the world economy is competitive. 


V 
BrITIsH _PoLicy 

Last September there was no serious dispute about the 
general policy necessary to increase exports. Demand in the 
home market had to be reduced. In practice the main object 
of policy in the past twelve months has not been to take 
advantage of the export “ opportunity,”” as Ministers put it, 
created by devaluation; the object has been to reduce toa 
minimum the domestic disturbances following from devalu- 
ation. As far as possible, the economy has gone on just as it 
was. The apparatus of exchange control is little changed. 
Import costs have risen rather more than was expected (by 
17 per cent. from September to June), and the wheloadla price 
index rose in the same period by 11 per cent. But with control 
and exhortation the rise in retail prices has so far been limited 
to 2 per cent. The avoidance of wage inflation (wage rates 
have risen by only 1 per cent.) is a reward for this policy, 
not a further benefit. Real wage incomes, and so the volume of 
consumption, have hardly changed. Retrenchment, as repre- 
sented by the “ consequential measures’’ of October, 1949, 
merely limited some of the increases in investment and Govern- 
ment consumption which had otherwise been planned for 
this year. Monetary demand in relation to the supplies 
available at current prices—or the state of “ inflationary 
pressure ’’—has eased a little, not from reduced spending but 
because most of the increase in production has been absorbed 
into domestic consumption. The value of retained imports 
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has risen by £153 millions and the value of exports by £132 
millions. On the present evidence, a small deficit in the “* over- 
all’ balance of payments seems likely again this year. It is, 
in a period so unusually favourable to our exports and with 
imports still kept low, discouraging. 

It is, however, as much as could be expected with the 
economy by deliberate policy kept as rigid as possible. All 
that was deliberately changed last autumn was one price: 
the price of the pound in terms of dollars and a few other hard 
currencies. Whatever the eventual reactions to this one change, 
it could not be expected to force a quick expansion of exports 
from the fully-loaded British economy. In fact there has so 
far been no diversion from the home market to export at all. 
According to the official index, the total output of manufactur- 
ing industries was 11 per cent. bigger in the first half of 1950 
than it had been in the first half of 1949. Exports, likewise 
increased in volume by 11 per cent., merely obtained their 
share of the extra output of manufactures. What devaluation 
has done is to help British industry to go on selling the 1949 
proportion of its product overseas, whereas before devaluation 
the proportion had been declining slightly. This stability is, 
of course, the average result. The total conceals varying 
fortunes for different industries and in different markets. 
Exports to North America were 7-3 per cent. of total British 
exports in the first six months of 1949, and 9-6 per cent. in 
the first six months of this year. That, however, is the measure- 
ment by sterling value. The diversion of trade to North America 
only just made up for the lower dollar prices obtained after 
devaluation. Direct dollar earnings from exports rose by only 
5 per cent. ($12 millions) while total British sales abroad 
increased by 15 per cent. in value. Most of the extra production 
for — has still gone to the softer markets. 

he fact remains that in immediate experience devaluation 
has been an outstanding success. It was undertaken as an 
urgent necessity to arrest a crisis of confidence draining away 
the British dollar reserve. Thanks partly to the largeness of 
the devaluation and partly to the American boom, which 
together made possible a very sharp cut in the world’s purchases 
of dollar goods, the reserve was rebuilt in the nine months 
after devaluation by more than the amount of our E.R.P. 
receipts. This dollar balance has been achieved, of course, at 
acost: from September, 1949, to June, 1950, British import 
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prices rose by 20 per cent. and export prices rose by 5 per 
cent. The terms of trade deteriorated by 13 per cent. ; that 
is to say, we have to send out some £250 millions more ip 
exports in order to buy the same volume of imports as was 
obtained last year. 

That might reasonably be reckoned a bargain price for 
the removal of the dollar problem. The question is whether 
the problem has in fact been removed, or even been reduced 
to manageable size for anything but the short run. The 
approximate balance, in dollars and in “ overall” payments, 
has been achieved only with strict import and exchange controls 
limiting buying from many countries and particularly from 
the dollar area. These discriminatory restrictions are hard to 
justify in the current payments situation. The British Govern- 
ment naturally, after the frights of the last three years, prefers 
to build up the dollar reserve rather than to import more, and 
it can argue that the accumulation is a necessary precondition 
of an eventual return to freer, multilateral trading. It is equally 
true that the present rigid restrictions on imports and payments 
are incompatible with the flexibility and inventiveness on which 
British industry depends to achieve and hold a large export 
trade after the spread of industrialization abroad. And the 
longer we rely on such protective wraps, as temporary 
necessities, the harder it will be ever to live without them. 
If they are still necessary at present, then devaluation is very 
far from making the British payments position strong enough. 

It may be argued that these are early days. The trend of 
British exports, both in total and to dollar markets, is upward. 
It is possible to believe that this improvement will continue 
without changes in domestic policy. But it is difficult to rest 
the belief on anything firmer than the assumption that 
conditions abroad will remain much as they have been for the 
past twelve months. The slow expansion of exports so far 
certainly provides no evidence that devaluation has done more 
than remove the gross disparity between British and American 
costs which appeared in 1949. The reasons why that disparity 
developed remain. The long United States reconversion boom 
had ended with 1948. The American economy adjusted itself 
quickly. Prices were cut, over-expansion in some trades was 
promptly eliminated, and after the mildest of recessions business 
as a whole soon recovered. But meanwhile British costs and 
prices, and the structure of British production, were held rigid 









































Y 5 per 
t.; that 
more in 
; aS was 


rice for 
whether 
reduced 
The 
yments, 
controls 
ly from 
hard to 
sovern- 
prefers 
re, and 
mdition 
equally 
yments 
1 which 
export 
nd the 
porary 
them. 
is very 
nough. 
end of 
pward. 
ntinue 
to rest 
1 that 
‘or the 
so far 
> more 
erican 
parity 
boom 
| itself 
*S Was 
siness 


| rigid 








37 


in very “ full’”’ employment and a domestic demand on the 
edge of open inflation. The British adjustment had to be 
made later by devaluation; that has corrected the failure of 
domestic policy in the first part of 1949, but it has not removed 
the causes of the failure. The same thing can happen again. 

The absence of retrenchment has not led to the immediate 
disaster which was widely feared, because the competitive 
conditions it was reasonable to expect have not arisen. The 
demand for dollar imports has proved to be, in the atmosphere 
of crisis, elastic, and with their own boom on hand American 
producers have not cut export prices sharply. In these circum- 
stances dollar accounts have been balanced with hardly any 
extra export effort on the British part. 

The circumstances are, in all probability, temporary. 
Rearmament will no doubt sustain the American boom for 
some time. It may also give a large advantage to the recovering 
export trades of Germany and Japan. And, quite apart from 
the risks of further inflation, it will make the present rigidities 
of the British economy particularly damaging: the extra 
demand for armaments will fall largely on just those engineering 
trades which have contributed most to the expansion of exports. 
If the rigidities are not corrected the diversion of British goods 
from export will be large. We have had, by any standards, a 
remarkably easy passage since devaluation. The respite has 
been used to avoid tackling the problems of rigidity, of the 
inflexibility of a British economy resting on over-full employ- 
ment, import and exchange restrictionism, and central planning. 
These things were at the root of the 1949 crisis and they still 
leave us unequipped to face more competitive conditions of 
trade. When so much depends on Russian actions there is 
little point in trying to weigh the conflicting tendencies and 
guess when, instead of this year, the return to competitive 
conditions will come. What it is important to establish is 
that the payments balances since devaluation have been 
achieved in conditions more favourable than can reasonably 
be relied upon to continue. 

T. W. Kent. 


September, 1950. 
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Wanted: American Capital Exports 
By W. Manning Dacey 


F one were asked to prescribe an ideal remedy for the 
| relief of the world’s immediate dollar shortage it would 

be an indefinite prolongation of the American boom 
accompanied by intensive stock-piling of primary commodities, 
As recently as June such a prescription might well have seemed 
Utopian, yet precisely that remarkably favourable combina- 
tion has for the moment been provided by the war in Korea. 
With billions of dollars being voted, in addition, for foreign 
military aid, some observers have been so overcome by 
optimism as to believe that the world’s dollar problem has 
been solved overnight and for ever. Even if these rejoicings 
were justified, that would detract very little from what is 
undoubtedly one of the most important problems of the 
Western world : namely, the need to stimulate American over- 
seas investment on a large scale. If the rejoicings are premature— 
as they almost certainly are—it would be doubly unfortunate 
if they should have the effect of pushing this largely neglected 
problem still further into the background. With the easing of 
the immediate dollar problem, there is nevertheless an obvious 
danger that even so important a pronouncement as the recently 
published draft report of the O.E.E.C. Economic Committee on 
International Investment will receive far less attention than if 
it had appeared at any time prior to June 25th. 

To see the problem in proper perspective, we have to 
make a sharp distinction between two quite separate functions 
or aspects of large-scale dollar investment. On the one hand, 
there is the compelling if not very spectacular long-run need 
for such investment per se, as the means of speeding world 
recovery and development. General principles and experience 
alike support the view that a fertilizing flow of international 
capital is an indispensable condition of an expanding world 
economy. To leave the under-developed countries to their 
own resources must retard their growth, probably for decades, 
and needlessly constrict the world market in the meantime. 
Any really sizeable flow of saving can be produced only by 
the highly-developed countries already enjoying a standard of 
living well above subsistence level (and at present it is the 
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United States alone among the developed countries which can 
afford to be a net exporter of capital on any scale). Yet from 
the global standpoint it is obvious folly that the whole of these 
savings should be ploughed back into precisely those areas 
which are already the most sated with capital. Rapid and 
fruitful development clearly necessitates a rational distribution 
of investment throughout the world economy as a whole. 

At the same time, international movements of capital can- 
not take place without affecting the relations between currencies. 
On the other hand, therefore, we have the possible function of 
dollar investment as a means of closing a dollar gap and of 
easing any adjustments in the pattern of trade which may be 
needed to restore equilibrium in the dollar balance of payments 
on current account. During the past five years, the special 
American loans and gifts (which have formed the only impor- 
tant international flow of capital) have, of course, been per- 
forming this dual function. In addition to financing world 
recovery and development they have also, by relieving the 
dollar shortage, served to avert a deflationary spiral in world 
trade that must have demolished any hopes of ending the 
evils of bilateralism and discrimination and of making our 
currencies once again fully convertible. 

If events should justify those who believe that the dollar 
problem has been solved once for all, then the latter function 
of American capital exports will indeed disappear. That may 
diminish the urgency of the need to stimulate American invest- 
ment but not, let it be repeated, the overwhelming long-run 
importance of doing so. As a means of averting a dollar 
shortage, investment could never be more than a stopgap 
solution. As we all know, Britain’s former overseas investments 
were built up very largely out of the reinvestment of earnings 
from earlier lending ; for the greater part of the period in which 
Britain was exporting capital on a large scale, this country was 
nevertheless running a large import surplus in her current 
trade. Even a substantial outflow of American capital could 
thus do no more than postpone for a few years the need for a 
greatly expanded American market for imports, especially of 
finished manufactures, if we are to find any lasting solution of 
the dollar problem. 

It may be that in these next few years American capital 
exports will provide a useful breathing space in which the 
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United States and the outside world can adjust their trade so 
as to eliminate a continuing gap in the dollar balance of 
payments on current account. If so, that should be regarded 
as yet a further incidental advantage of a process which is high- 
ly desirable for its own sake. If on the other hand there should 
prove to be no dollar gap on current account, that would be 
no reason for neglecting anything which can be done to 
stimulate such investment. The O.E.E.C. report was conceived 
and largely completed before the invasion of South Korea, and 
it is evident that its authors had very much in mind the currency 
aspect of dollar investment as a possible means of promoting a 
return to multilateral trade and the convertibility of currencies, 
But, as is pointed out in the foreword, the analyses and recom- 
mendations will be of continuing value: “ The fostering of a 
better standard of life in the relatively under-developed parts of 
the world remains an essential element in the policies of the 
Western democracies and depends substantially upon an 
expanding flow of foreign capital to those countries.” 
* * * 


All this having been said, it remains realistic to suppose 
that the energy devoted to stimulating investment is likely. to 
vary with the urgency of the world’s dollar shortage. Before 
considering the difficulties which have to be faced, it may 
therefore be useful to consider whether we can in fact safely 
wave the dollar problem farewell. It is clear that the remark- 
able shrinkage in the dollar gap during recent months has 
been brought about chiefly by two factors: emergency pur- 
chases of primary commodities by the United States and a 
drastic restriction of purchases of American goods and services 
by the outside world. Up to the first quarter of 1950, at any 
rate, as is brought out in another article in this issue, the sharp 
reduction in the United States favourable balance on current 
account owed nothing to any expansion on balance in United 
States imports. Yet such an expansion is indispensable, as has 
already been said, to any lasting solution of the dollar problem. 

The magnitude of the adjustments that would be needed 
to procure balance through changes in the current items alone 
in the balance of payments is strikingly illustrated by a projec- 
tion drawn up by E.C.A.—before Korea—of a possible pattern 
of world trade and payments in 1953. If the projection were 
to be realized, Europe’s total imports in 1953 will be roughly 
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the same as in 1949/50, but dollar imports will have been cut 
by a third and replaced from other sources. In order to pay 
for even this reduced volume of dollar imports, Western 
Europe will have to increase its exports to the United States 
by no less than 71 per cent. above the 1949/50 level, thus 
securing something like one-third of the additional American 
market which the projection postulates, although the Western 
European countries have hitherto supplied only about one- 
seventh of United States total imports. To the Western 
Hemisphere as a whole European exports will have to increase 
by 65 per cent., incidentally displacing United States exports 
to an appreciable extent in the Canadian and Latin-American 
markets. Similarly extensive adjustments are called for in 
purchases and sales of services. Western Europe will also have 
to earn $600 millions from its dependencies and other 
areas, a figure which assumes—contrary to the United 
Kingdom memorandum to O.E.E.C.—that other “ partici- 
pating countries,” in the Marshall Plan phraseology, will 
achieve some net earnings of dollars from the sterling area. 
Meanwhile, the United States will be expected to step 
up her imports as a whole by more than 25 per cent., while 
watching her total exports dwindle by some 15 per cent. If 
those figures seem comparatively small they give a misleading 
impression of what is in fact implied. By far the greater part 
of the additional imports would be drawn from highly 
industrialized countries, which means that imports of finished 
manufactures would perhaps have to be almost doubled. 
From Western Europe alone, as has been noted, the United 
States is expected to increase her purchases by 70 per cent. 
And that expansion will have to take place even though the 
products of those same countries are to an appreciable extent 
ousting American goods from neutral markets and even 
though these same countries are themselves continuing to 
discriminate against American imports in their own trade.’ 
Should we really be safe in counting on such an expan- 


‘In the entire adjustment to the elimination of $3,950 millions of Marshall Aid, 
incidentally, the contribution expected from capital movements was the magnificent sum of 
$180 millions, through an increase in the net outflow of dollar capital from $220 millions to 
$400 millions. This is after allowing for International Bank loans, Export-Import Bank 
loans, for continued aid to Greece and for private investment, though on the explicit assump- 
ton that Point Four, or any other new programmes or policies, will give no great fillip to 
American investment abroad. The gross outflow is assumed to be about the same as in the 
base period, i.e., less than a billion dollars. 
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sion? It is true that since 1946 United States imports have 
risen more rapidly than the American national income, but 
that is at least partly because so many war-shattered countries 
were simply unable to ship goods to the American market 
in the early post-war years. By 1948 these physical limitations 
of supply had been overcome, yet America’s purchases from 
abroad were still considerably lower, in relation to her national 
income, than before the War; by comparison with the 1937 
ratio of imports to income, indeed, the outside world had 
actually lost nearly two and a half billion dollars of American 
custom. But we must clearly ask how far that was due to 
inflationary policies in the exporting countries which had 
rendered all the price relationships wrong. Now that the 
devaluations are out of the way it can be argued that the 
liberal policies of the Administration, as evidenced by the 
successive reductions in tariffs and such measures as the 
Customs Simplification Bill, may possibly have opened an 
entirely new chapter in American commercial policy. One 
can only say that as yet the facts do not justify a pronounce- 
ment either way. 

It would in any case surely be carrying complacency to 
extremes to suppose that a sweeping increase in American 
imports accompanied by a substantial fall in American exports 
can take place, even against a background of general prosperity, 
without encountering strong opposition from American pro- 
ducing interests and without setting up severe political tensions. 
If the dollar problem in fact had its roots, as Mrs. Croome 
suggested in our last issue, simply in a “ dynamic dis- 
equilibrium ’’ arising out of America’s ever-increasing indus- 
trial pre-eminence, then American protectionism would be 
paradoxical indeed. But is there any such paradox? Over a 
certain range of mass-production industries America is, of 
course, supremely efficient, and that incomparable level of 
efficiency fully justifies the fabulously high earnings of 
American labour in those industries. But correspondingly 
high wages are by no means justified when American labour 
is employed in other uses, as any traveller to the United 
States can testify. 

In other words, the law of comparative costs, if it explains 
nothing else, does at least explain the driving force behind 
American protectionism. In the mass production industries 
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the high cost of American labour in general is easily out- 
weighed by its extremely high productivity ; in other employ- 
ments, where America’s comparative advantage is less, those 
high labour costs do indeed render her an extremely inefficient 
(high-cost) producer, just as the law of comparative costs 
envisages. 1 here must be innumerable cases, where the direct- 
labour content of the product is high and transport costs 
reasonably low, in which the American product could not 
compete on equal terms with imported goods. Exclusion of 
cheaper labour through a rigorous immigration policy, and of 
the products of such labour by high tariffs and all the other 
devices of protectionism, helps to perpetuate the artificial 
“scarcity value’’ of American labour in such employments, 
to the detriment, of course, of the American consumer. 

If it could be made certain that any restriction of 
imports not necessitated by balance of payments difficulties 
would be translated, through an appreciation of the currency, 
into a corresponding restriction of exports which would 
neutralize the original stimulus to employment, then we should 
be well on the way towards sanity in these matters. There is 
certainly no reason to suppose that the U.S. Administration, 
which since the War has been in the forefront of the move- 
ment to create a sensible international economic régime, would 
dissent from that objective. For the American trader, how- 
ever, the effects of a dearer dollar clearly cannot be palatable. 
The trouble is that E.C.A. hitherto has been seeking a short- 
tun solution of the dollar problem by what are essentially 
long-run processes: the unification of the European market 
and a sweeping shift in the American balance of trade. In 
the long run, both developments may be inevitable; to force 
the pace may in each case only do harm. If foreign goods 
begin to make really painful inroads on particular American 
markets, if particular American exports seriously begin to feel 
the pinch, then the opposition to liberal trading policies on 
the part of the affected groups will become intense. And if 
they should successfully resist the proposed encroachments on 
their markets then, even if all the favourable background 
— are fulfilled, the whole structure comes toppling 
own. 

This being so, the approach adopted in the O.E.E.C. 
teport, of stressing the potential importance of investment as 
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a means of increasing the flow of dollars, is surely to be 
preferred to that implicit in the E.C.A. projection, which, by 
taking an optimistic view of the possibilities of adjustment 
through the current items alone, indicates a defeatist view of 
the possibilities of promoting overseas investment. 

* * + 


To sum up the argument thus far, it is suggested that the 
dollar problem has probably been temporarily submerged 
rather than definitely solved, that it would be precarious to 
rely exclusively upon shifts in the direction of trade to produce 
a satisfactory long-run equilibrium, that overseas lending 
would greatly facilitate any adjustment that may be needed 
and is of vital importance for its own sake if the world is to 
progress and the world market to be expanded. It goes with- 
out saying, too, that American peed exports cannot per- 
manently wear the guise of Santa Claus: sooner or later we 
have to get rid of the red cloak and whiskers. To say all this 
is in no way to minimise the obstacles in the way of a worth- 
while flow of American private investment. The difficulties 
are indeed formidable. But what is at stake fully justifies a 
determined attempt to overcome them. 

Some American students of the question have taken a hope- 
ful view of the possibilities. Thus, a report prepared for N.A.M. 
(the National Association of Manufacturers) last year by George 
Halm and Harry Hawkins suggested that “. . . by 1952 
American private capital probably will be prepared to go 
abroad in large amounts. A study by the National Association 
of Manufacturers has indicated that $2 billions annually 
might be available for this purpose.’’ In his recently published 
““ Making Capitalism Work,’’ Mr. Dexter Keezer comes out 
as a strong advocate of an aggressive programme of foreign 
investment which, as he says, could produce vast benefits for 
the world and the United States: ‘‘ Given a moderately 
favourable environment, the wise investment of several billion 
dollars a year abroad could revolutionize the world economy 
in an amazingly brief time . . . If the outlay is managed 
properly it is possible for us to devote perhaps three billions 
a year to overseas investment. That amount is about as much 
as other countries can absorb each year without creating stress 
in their own economies.” 

In other words, these observers have no doubt about the 
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existence of a huge potential supply of and demand for 
American savings for overseas investment; the problem is to 
bring the two together. The actual position stands in almost 
ludicrous contrast with these glowing estimates of the pos- 
sibilities. Even the International Bank has lent only about 
$3 billion to date and, under its present constitution and 

licies, could not be expected to lend more than about 
$1 billion a year. United States direct investment abroad 
since the War has reached significant figures, but 70 per cent. 
of the total has gone into the petroleum industry alone; in 
1949 there was actually a net reduction in United States 
portfolio investments abroad.’ 

Nobody will feel any surprise at this, for there has been 
nothing in post-war conditions to stimulate an efflux of 
American private capital on any scale. Quite the reverse, 
indeed. Marshall Aid and other special help has relieved 
Western Europe of any necessity to seek American capital on 
commercial terms; the sterling balances have enabled their 
holders to finance development without raising fresh capital 
in any market. The American post-war boom has provided 
ample outlets for investment at home. Elsewhere it has been 
one of the major objectives of exchange control to prevent 
nationals incurring dollar liabilities except for very limited 
approved purposes. In many countries, penal taxation has 
reduced to a pitiful level the possible return on any invest- 
ment, and the inconvertibility of currencies has often des- 
troyed any assurance of the free transfer of any earnings that 
remain, still less of freedom to repatriate the capital at will. 

Add to this that many countries have been pursuing 
policies hostile to capital in general and foreign capital in 
particular, that dominating all purely economic considerations 
has been the over-riding fear of yet another world war, and 
we have a pretty formidable concatenation of circumstances. 
The danger of a major war, which nobody this side of the 
Iron Curtain can definitely remove, is particularly intractable 
through its influence on the American outlook. Indeed, the 
mere possibility of war is often adduced as a conclusive 
teason why it would be futile to seek to interest even the 
professional American investor in overseas investment. Yet 


* United Nations Economic and Employment Commission, Sub-Commission on 
c Development. 
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it is doubtful whether this argument really stands up to 
rational examination. Even on the es of a major 
war it would be difficult to show that any domestic investment, 
regardless of its character and situation, must necessarily 
be preferable to an overseas investment of any kind. If the 
large American cities are really as vulnerable to the atomic 
bomb as many of their inhabitants believe, there is surely 
something to be said for a little geographical spread. And 
one would have thought that in the event of global war the 
production of, let us say, chocolate creams in the United 
States might prove no less risky, from the purely commercial 
point of view, than development of the basic resources of 
some other member of the Atlantic community. 
Nevertheless, it seems clear that in practice very little 
private American investment can be expected in the present 
disturbed state of the world unless the American investor can 
be offered protection against war risks. It is also clear that such 
protection could be offered only by the American Government, 
for as the O.E.E.C. report points out “ the impact of war risks 
can only be attenuated by a guarantee from the government of 
a lending country "’. Since overseas development, especially of 
raw material resources, is in the interests of the American 
economy—and more than ever so if there is a danger of war— 
it is to be hoped that the O.E.E.C. recommendations of such 
guarantees will bear fruit in Washington. Even if such protec- 
tion were available, much more would be needed to stimulate 
a worth-while flow of private investment. For the truth is that, 
even in financial circles, the normal American attitude to 
overseas investments consists, in so far as it exists at all, in an 
aversion amounting almost to a phobia. Certainly, it must 
astonish any visitor to Wall Street today to recall that in the 
‘twenties Americans sent vast sums abroad “in spite of 
turbulent political and economic conditions abroad and the 
chaotic conditions of the foreign exchanges ”’.' In some respects, 
it will be seen, conditions today are actually more favourable 
than in the ’twenties, thanks largely to America’s enlightened 
aid programme and her co-operation in the post-war economuc 
institutions. The exchanges are far from being chaotic ; neither 
political nor economic conditions are turbulent in those parts 


1 «The United States in the World Economy”, U.S. Department of Commerce, 
1944. 
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of the world, such as the sterling area, which seriously merit 
attention for purposes of investment. Yet little movement of 

ivate capital is taking place or is even in prospect unless many 
things are changed. 

Some of those things, at least, are clearly indicated by the 
reasons which the Department of Commerce adduces, in the 
publication already quoted, in explanation of the large capital 
outflow during the ‘twenties. This is attributed to the facts 
that “ (1) The rates offered were particularly attractive . . 
(2) The borrowers were largely countries with unblemished 
debt records . . . (3) There was a deluge of statements from 
oficial, industrial and banking sources setting forth the 
economic necessity to the United States of foreign lending .. . 
(4) The 1919/20 post-war boom, though of short duration, 
tended to revive confidence and to establish conditions more 
favourable to foreign security under-writing.’”” Well, America 
today has had a post-war boom lasting five years and business 
confidence could not be higher; the sterling area, like the 
territories of the friendly nations of Continental Europe, can 
point to many Governments, and even more numerous private 
undertakings, with an unblemished debt record; yet all this 
has singularly failed to stimulate overseas issues in the New 
York market. This contrast with the experience of the 
‘twenties must obviously be explained by, inter alia, the other 
two factors mentioned: the question of yields, which will be 
discussed shortly, and the conspicuous lack of publicity, from 
any quarter at all, about the economic advantages of foreign 
lending to the United States. 

Obviously, a veritable barrage of publicity would be 
needed to influence the prevailing attitude towards that 
question in American investment circles. But something 
more is needed than propaganda aimed at the American 
investor. From many points of view, the prospects of success 
are brighter in respect of the sterling area than of any other 
parts of the world. Yet even in our case, the establishment of 
conditions favouring a worth-while influx of dollar capital 
calls not only for the development of new attitudes on both 
sides but probably for the invention of new institutional 
machinery ; which in turn requires a concerted effort and 
close co-operation by the U.S. Administration, the British 
Government, Wall Street and the City. 

* * * 
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Of these four parties, the only one which has taken any 
positive action in the matter is the U.S. Administration, 
through the provision of E.C.A. guarantees. It seems clear that 
in principle the offer of guarantees against the various “ non- 
commercial ’’ risks—transfer risk, exchange risk and so on— 
is an essential element in any arrangements designed to 
stimulate a broad movement of capital in present conditions, 
Yet it is symptomatic of the prevailing attitude towards over- 
seas investment that even these very modest guarantee 
provisions have been severely criticized and even opposed 
by the American business community. 

The usually very enlightened N.A.M., for example, has 
opposed them as a potential burden on the taxpayer, even 
though their effect, if successful, must be to reduce the 
demands on the American taxpayer for outright foreign aid. 
It is sought to show that all would be well if only the potential 
borrowers would put their houses in order, and that guarantees 
should be the responsibility of the recipient country—regard- 
less of the fact that the U.S. Government alone can offer a 
valid guarantee of payment in dollars. The fear is expressed 
that American guarantees may deprive foreign nations of the 
incentive to correct their alleged errors of financial and 
economic policy, which suggests a curious view of the motives 
which govern such policies and inevitably invites comparison 
with the effect of American gifts. The question is even 
embroiled in theological disputation about the relations 
between the State and private enterprise, on the ground that 
guarantees might lead to interference by the Administration 
in the affairs of U.S. enterprises abroad or of Americans who 
invest in them—even though there is no compulsion on any 
investor feeling misgivings on this score to apply for a 
guarantee. 

In spite of such barracking from the sidelines, fortunately, 
the guarantee provisions are not only retained but extended 
in this year’s Economic Co-operation Act. Investors in the 
participating countries and their dependencies can now obtain 
protection against expropriation or confiscation, as well as 
guarantees for the transfer of earnings or profits. The defini- 
tion of investments, formerly confined to the provision of 
capital goods and related services, has been widened to include, 
inter alia, the purchase of a share of ownership; and the 
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antee fund has been raised from $150 millions to $200 
millions. Since less than $30 millions was guaranteed in 
the two preceding years, this should be fully adequate. 
Within its obvious limitations the scheme is a welcome begin- 

ing, but no great spate of overseas lending is likely or even 

ssible within this rather narrow and rigid framework. As the 
0.E.E.C. report stresses, the transfer guarantee, to be effective, 
should apply not only to the face value of the investment but 
to dividends, capital profits and earnings derived from patents 
and processing techniques, the last two sources of earnings being 
particularly important to the development of productivity in 
the receiving country. The guarantee should apply not only 
to direct investment but also to portfolio investment (which 
it is suggested might have substantial effects on the invest- 
ments of American insurance companies and pension funds), 
should apply to untied as well as to tied loans and be available 
at a modest cost. 

Even if the intending American investor could be assured, 
at reasonable cost and without undue formalities, of protec- 
tion against all non-commercial risks, everything still depends 
on the vexed and crucial question of the yields obtainable. 
“Tf it is possible to get 9 per cent. on a good American indus- 
trial,” one is often asked, “‘ why go abroad?’’ One obvious 
answer, that a prudent investor might well demand such a 
yield on the common stock of some concerns operating in 
what is, after all, still a distinctly volatile economy, but might 
nevertheless be satisfied with a lower return on a more stable 
holding elsewhere, seldom carries conviction. But in fact we 
do not need to think in terms of such fabulously high rates. 
The average yield on 200 American common stocks, as com- 
puted by Moody’s, is now around 6 per cent. ; that on indus- 
trial preference stocks below 4 per cent. ; on U.S. Government 
securities around 2} per cent. Obviously, the extremely wide 
margin between fixed-interest yields and that on risk capital 
isa deterrent. Investment both at home and overseas would 
be assisted by institutional changes that would help to narrow 
that gap, such as the elimination of tax-exempt government 
bonds or greater facility for insurance companies and other 
institutional investors to hold equities. But, even on present 
fates, is the prospect quite hopeless? The relative cheapness 
of preference capital seems to offer some scope for financial 
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ingenuity. One can at least conceive of Western World 
Recovery Inc., an investment bank formed under first-class 
auspices and with a highly-geared capital structure, lending 
at rates which are not absolutely exorbitant and yet i 
quite a handsome return on its equity capital. Purely by way 
of illustration, if two-thirds of its resources consisted of 
reference shares earning 4 per cent., the concern could still 
end at 6 per cent. and yet earn something like 10 per cent, 
on its equity, the preference dividend being covered more 
than twice over by earnings. 

Taking a further step forward, and assuming purely for 
purposes of argument that all the difficulties on the American 
side have been resolved, it still remains for the potential 
borrowers to play their part. Since it is largely the crippling 
burden of taxation which makes it difficult to offer yields that 
would appeal to the American investor, Governments seeking 
to attract American capital to their territories might well find 
it worth while to offer special tax concessions. However that 
may be, it is obviously reasonable that any country expecting 
to attract American capital should be asked to subscribe to 
a code of fair treatment for foreign investors, such as that 
drawn up by the International Chamber of Commerce. 
When the subject is raised, however, Americans often object, 
and with justice, that few Governments have evinced any 
enthusiastic desire for American participation in their develop- 
ment, and many are downright hostile. So far as the overseas 
sterling area is concerned one can surely rule out opposition 
based on nothing more than jealous nationalism. The con- 
ditions so clearly exist for a fruitful partnership with American 
capital in the development of our overseas territories. Given 
the additional demands on our resources arising from 
rearmament, the United Kingdom can afford less than ever 
to be a net exporter of capital ; and, as overseas countries begin 
to run short of sterling, more and more requests for access to 
the London capital market are likely to come forward which 
the Capital Issues Committee, if it has due regard for our 
general position, will be bound to decline. In such a situation, 
the pace of development could be greatly expedited if, instead 
of curtailing our unrequited exports, we were able to call in 
the assistance of American savings. 

In approving any such borrowings the United Kingdom 
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would nevertheless have to pay regard to the prospective 
effect on our dollar balance of payments, as was pointed out 
in a recent Parliamentary answer welcoming in principle 
American investment in the Colonies. Clearly, the question 
should not be judged from too narrow a standpoint. If the 
effect of an efflux of American capital was merely to bring in 
gold, as would be the case in the absence of a dollar gap on 
current account, one can imagine some people regarding the 
remittance of earnings on the American investment as a net 
drain on the balance of payments, whereas in fact our position 
would be improved, on a dynamic view, both by the strengthen- 
ing of our currency reserves and by the creation of new earning 
assets. But the transfer problem cannot be wholly disregarded, 
and ought surely to be decided by regard for the balance of 
payments of the sterling area as a whole. There is a double 
danger to be avoided here. If each individual territory within 
the sterling area were to incur dollar liabilities too freely and 
without any co-ordination, then the balance of payments of 
the area as a whole might be undermined. On the other hand, 
if it were necessary to satisfy some co-ordinating authority that 
each individual project to be financed by dollars would be 
absolutely certain to increase our dollar earnings sufficiently 
to service the investment, then such borrowings would have to 
be limited to a very few clear-cut cases, such as increasing 
the output of rubber or some other dollar-earning commodity. 

One wonders whether transfer of loan service might not 
be made contingent, by agreement between the British and 
American Governments, on the satisfaction of some such 
criterion as that embodied in the waiver clause of the 1945 
loan, which was to operate, it will be recalled, if our current 
— earnings should not be sufficient to pay for the pre-war 
volume of imports. In that way, responsibility for maintaining 
trade and currency conditions permitting the transfer of loan 
service to continue would be shared, as ought to be the case, 
by both lending and borrowing countries. If the borrowing 
country were doubtful about the prospects of servicing, in 
dollars, some obviously worth-while project, such as the 
building of a railway, the onus would then be upon the U.S. 
Government to assess the general desirability of the investment 
and decide whether to offer a guarantee. Such an arrangement 
would have the further advantage that while the American 











52 


investor would be offered a dollar security, on the lines pre. 
viously suggested, borrowers in the overseas sterling are 
could nevertheless incur sterling and not dollar liabilities 
Their responsibility would be discharged by servicing their 
loan in local currency and depositing the proceeds in London, 
The balance of payments of the sterling area as a whole per. 
mitting, transfer into dollars would then take place auto. 
matically. If, on the other hand, the balance of payments 
position was not such, on the basis agreed between the British 
and American Governments, as to permit immediate transfer, 
then the American Government guarantees would come into 
operation and the American investor would still receive a 
dollar return on his investment. 

Inter-governmental arrangements on some such lines 
might seemingly go far towards liberating a potential flow of 
capital that in their absence would be dammed up by fears 
and inhibitions of various kinds. Each of the parties concerned 
would be asked to perform its proper function and no more, 
The American investor, in deciding whether to send his funds 
abroad, would have to appraise only the commercial merits of 
the project. It would be for the American Government to 
balance the advantages of the investment to the United States 
and the world economy against the possibility of being called 
upon to implement its guarantee, whose existence would give 
a direct as well as a general incentive to maintain an adequate 
dollar supply. And the sterling area authorities would not be 
impelled to adopt an excessively restrictive attitude towards 
dollar borrowings for fear of incurring the stigma of default. 

One further step remains, and that is to bring the potential 
lenders and borrowers together. Governments of some 
Dominions, such as the Australian Government, may be in a 
position to raise loans in New York on their own credit but 
that is not true of the lesser public authorities of the Common- 
wealth nor of individual enterprises within it. In all such 
cases, traditional contacts are with the City of London. Itis 
to the City that most capital projects arising within the sterling 
area would naturally gravitate; and it is the City houses 
which alone possess the intimate and detailed knowledge, 
both of territories and individuals, to give such projects expert 
appraisal. Let us suppose, as envisaged above, that the 
demands on this country’s resources made it necessary 1 
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restrict the rate of our overseas lending even to British countries, 
and that American financial institutions anxious to find an 
overseas outlet for their resources were in existence. It seems 
clear that such institutions and the City could co-operate to 
great mutual advantage, the City taking the main responsibility 
for vetting and recommending propositions, the American 
participation allowing projects to go forward that would 
otherwise be ruled out. 

Such a partnership might well be, as Lord Balfour of 
Burleigh suggested in his last annual statement, one of the 
most fruitful means of implementing President Truman’s 
Point Four. Given arrangements on some such lines it 
might well be found that private enterprise can play a far 
greater part in the world development than many observers 
suppose. Even the O.E.E.C. report seems to suggest that 
private capital cannot be expected to develop basic facilities— 
even though the whole Western world in fact owes its develop- 
ment to private enterprise. This attitude found its clearest 
expression in the words of one E.C.A. spokesman recently, 
who said: “‘ I believe that investment in highways, railways, 
harbours and probably in major dam construction . . . must 
of necessity be by governments.” It is fortunate that the 
British investor in the nineteenth century did not take the view 
that only a Government could build a railway: had he done 
so, the United States itself might today be eligible for Point 
Four assistance. 


September, 1950 W. MANNING DACEY 
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Statistics: Explanatory Notes 


A—Devaluation and Overseas Trade.—As is evident from the charts on pay 
58, there has been a distinct improvement in our external position over the last yez 
since devaluation in September, 1949. The second quarter of the year brought; 
further increase, of $438 millions, in our gold and dollar reserves, so that on June 
30th, 1950, they stood at $2,422 millions (page 58). This was almost double the 
level touched on the eve of devaluation. Our trading position vis-a-vis Canada and 
the U.S.A. has also improved (page 58). In particular, exports to the dollar are; 
and other “ key markets " have increased (pages 58 and 59). The chart on page 5 
showing our trade with the U.S.A. and Canada is, however, in terms of £ sterling. 
From the table below, it will be seen that in the second quarter of 1950 our dollar 
earnings from exports to North America were above the 1949 average. In August 
they reached a post-war peak. 


EXPORTS TO NORTH AMERICA 
MONTHLY AVERAGES 





| 





U.S.A. Canada Total 
U.S. $m. U.S. $m. U.S. $m. 

1948—4th quarter .. oe 22-5 27-9 50-4 
1949—lIst quarter .. os 21-2 26-7 47-9 
2nd quarter... ee 13-4 26-5 39-9 

Srd quarter .. ‘f 15-1 25-2 40-3 

4th quarter .. - 18-7 20-0 38-7 
1950—Ist quarter .. ia 18-8 23-9 42-7 
2nd quarter... - 20-3 28-6 48-9 

July .. -_ a 31-7 29-3 61-0 
August .. = - 30-7 34-1 64-8 





In the second quarter of 1950, moreover, sterling area countries including the 
U.K. earned a net surplus of $49 millions in their trade with the U.S.A., against a 
deficit of $88 millions in the last quarter of 1949 (page 59). And with rearmament 
and stockpiling in America, the demand for sterling-area primary products has 
become even more buoyant. 


B—European Payments Union.—The object of E.P.U. is to promote and free 
the flow of intra-European trade by establishing a relatively automatic payments 
system whereby each member country can settle its accounts with all other member 
countries taken as a whole. Each member is allocated a “ quota” equal to 
approximately 15 per cent. (slightly less in the case of Belgium) of its trade during 
1949 with the rest of Western Europe. The unit of account in which quotas are 
expressed is equivalent to U.S. $1-00, the largest quota being that for the sterling 
area—27 per cent. of the total. The chart on page 60 depicts the provisions of 
E.P.U. as regards gold settlements. The table below sets out the individual quotas, 
in millions of units of account, with, in brackets, the percentage each quota represents 
of the total. 


STERLING AREA.. -. 1,060 (26-9%) NORWAY .. on ee 200 = (50%) 
FRANCE  .. = «+ 520 (13-2%) DENMARK .. oe we «(195 (49%) 
BELGIUM/LUX. .. eo 360 (9-1%) AUSTRIA .. ce ‘in 70 (1°8%) 
NETHERLANDS .. «. 330 (8+3%) PORTUGAL aa ce «= 10 (8%) 
WEST GERMANY «+ 320 (8-1%) TURKEY .. .. «- 50 (J°8%) 
SWEDEN .. ee «+ 260 (6-6%) GREECE... af a“ 45 (1-1%) 
SWITZERLAND .. «» 250 (6-3%) ICELAND .. in " 15 4%) 
ITALY ie on 205 (52%) 


One unit of account is equivalent to U.S.$1-00. 

The following examples show, in a simplified form, how the scheme may 
operate in two hypothetical cases. In the first (Example A), it is assumed that 
Germany, Portugal and Switzerland have net surpluses with E.P.U. totalling 
260 million units, whilst France has a net deficit of the same amount, all other 
countries being in balance. In such a case, E.P.U. would pay out to the three 
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creditor countries more gold than it receives from France. To meet such a con- 

tingency in practice, however, E.P.U. is to receive from the Economic Co-operation 

Administration in Washington a working capital fund of $350-$400 millions. 

In Example B, by contrast, E.P.U. receives a net amount of gold equal to $2 millions. 

Nore.—All amounts below are in terms of E.P.U. units of account: 1 unit of 
account is equivalent to U.S. $1-00. 


EXAMPLE A 
CREDITOR COUNTRIES 


Net Percent.'| Credit Percent. Gold | Per cent. 
Country Quota Surplus of Quota Extended of Quota’ Received! of Quota 














m. m. % m. % m. % 
Germany .. 320 144 45 104 32-5 40 12-5 
Portugal oe 70 56 80 35 50 21 30 
Switzerland . . 250 60 24 55 22 5 2 
All Creditors’ 640 260 — 194 _ 66 





DEBTOR COUNTRY 


Net (| Percent.| Credit |Percent.; Gold | Percent. 
Country Quota | Deficit | of Quota | Received of Quota’ Paid of Quota 








o/ 





m. m. % m. % m. /o 
France we 520 260 50 218-4 42 41-6 8 
m 
E.P.U. pays out gold 66-0 
E.P.U. receives gold 41-6 


to 
> 
oS 


Net loss of gold 


EXAMPLE B 
CREDITOR COUNTRIES 








a Net Per cent.| Credit |Percent.| Gold | Per cent. 
try Quota Surplus | of Quota Extended! of Quota} Received! of Quota 

















m. m. % m. % m. % 
Portugal 70 70 100 42 60 28 40 
Denmark .. 195 39 20 39 | 2 Nil — 
Italy .. os 205 41 20 41 | 20 Nil — 
All Creditors 470 | 150 —- 122 — 28 — 
DEBTOR COUNTRY 
C Net Percent. Credit Percent.. Gold Per cent. 
try Quota Deficit of Quota Received of Quota’ Paid of Quota 
: m. m. % m. % m. % 
Switzerland . . 250 150 60 120 48 30 12 





E.P.U. receives gold 
E.P.U. pays out gold 


Net gain of gold 


lool 885 
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C—European Balance of Payments.—In spite of the reduction in Europe’ 
deficit with the world as a whole, from $5,200 millions in 1948 to $2,900 millions ip 
1949, the adverse balance with the U.S.A. declined by less than 10 per cent., tp 
$3,100 millions. To a large extent, of course, this deficit reflects the import of goods 
financed by Marshall Aid; in the absence of such aid the dollar deficit woul 
necessarily have been much less. Europe’s own dollar earnings last year from exports 
of goods and services to America were only slightly higher than in 1948. In th 
first quarter of 1950 it is estimated that, due mainly to a sharp decline in imports 
from America, the adverse balance with the U.S.A. was running at an annual rate 
of $2,100 millions—40 per cent. less than in the same period of 1949. 


D—Commodity Prices.—The charts on page 62 show the prices for some 
important commodities at three crucial dates—at the outbreak and end of the Wz 
and just before devaluation—together with the prices ruling on September 12th this 
year. Of these commodities, only aluminium was cheaper in 1945 than in 1939 
From August, 1945, until the eve of devaluation there was a general rise in prices— 
except in the case of rubber, the price of which by September, 1949, was only a few 
pence above the pre-war level. The sharpest increases, however, have been since 
devaluation, added impetus coming from the impact of the Korean War on 
commodity markets. Rubber and tin, in particular, have rocketed in price since the 
Far Eastern outbreak. 


E—Defence.—The Government are now prepared “ in principle "’ to increase 
defence expenditure to £3,400 millions over the next three years, an average of over 
£1,130 millions a year. This compares with the original Budget estimate for 1950-01 
of £781 millions. If this increased burden were borne wholly by the U.K.., it would 
imply that we should be spending the equivalent of 10 per cent. of our national 
income on defence against nearly 7} per cent. in 1949. The Government memoran- 
dum points out, however, that the extent to which this new limit is approached 
will depend on how much additional dollar aid we receive. Expenditure on 
defence by Russia is now estimated at not less than 13 per cent. of her national 
income. 


F—U.S.A. Overseas Trade.—Over the last year the dominant feature has been 
a shrinkage of exports combined, since devaluation, with a marked recovery in 
imports. As a result, in the first six months of 1950 the American export surplus 
averaged $180 millions against a monthly average of $462 millions in 1948. I 
volume, exports by June this year had fallen nearly 30 per cent. since 1947 whereas 
imports had increased by the same percentage. As regards distribution of trade, the 
U.S.A. had an import surplus from both Canada and Latin America in the fist 
quarter of 1950, whilst the export surplus with E.R.P. countries at the beginning of 
1950 had declined to an annual rate of $2,200 millions, compared with $3,200 
millions in 1948, 


G—World Supply and Use of Dollars.—Since the War there has been a strik- 
ing change in the composition of the world supply of dollars, compared with the pre 
war position. In the inter-war years virtually the entire amount was made up of 
private transactions. And although there has been a considerable increase in these 
items since 1945, the greatest expansion in the supply has come from U.S. official 
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sources; in 1949, for example, over a third of the total was accounted for by U.S. 
Government grants and loans. The dollars earned by the rest of the world through 
exports to the U.S.A. have risen from 34 per cent. of the total supply in 1946 to 
43 per cent. in 1949, but this is still well below pre-war ratios. The percentage of 
imports to the U.S. national income also shows a decline compared with the inter- 
war years (see page 65); while there was an improvement in this respect between 
1946 and 1948, last year saw a slight set-back. 


H—Security Yields.—Following a general increase in yields during 1949, this 
yeat has been marked so far by a relative stability which even the outbreak of the 
Korean War has done little to shake. Thus, the yield on 24 per cent. Consols averaged 
3-59 per cent. in the first six months of 1950, against 3-56 per cent. in the last quarter 
of 1949, The yield on industrial ordinary shares has, if anything, been falling this 
yeat—from a peak of 5-77 per cent. last November to 5-43 per cent. in August. 


I—U.K. Migration.—Post-war emigration reached its peak in 1946, when over 
166,000 people left the country—the greatest number since 1926 (page 67). Since 
1946 there has been a decline to 144,000 in 1949. Immigration has varied little 
since the War, averaging about 60,000 a year. This net emigration contrasts with the 
pre-war position when, in each year from 1931 to 1938, more people came into the 
country than left it. The last diagram on page 67 brings out the fact that, at least 
in 1949, it is the relatively young who emigrate. Of total emigrants in 1949, 37 per 
cent. were between 20 and 34 years old, compared with 22 per cent. in the same 
age-group for the population as a whole. 


J—Industrial Disputes.—Although the actual number of disputes that have 
occurred since 1945 has been greater than in the comparable period after the First 
World War, both the number of workpeople involved and the time lost have been 
very much less. In 1949, for example, there were over twice as many disputes as 
in 1922 but, on an average, each dispute cost only 1,270 working days compared 
with over 34,000 days in the earlier year. From the third chart on page 68 it will 
be seen that over half of the disputes since 1945 have, in fact, been in the mining and 
Quarrying industries ; industrial unrest after the First World War was much more 
widespread. 


K—Retail Trade.—lIn the first six months of 1950 the value of total retail sales 
was 29 per cent. greater than in 1947. Whilst part of this rise is due to higher 
prices, the volumes of purchases has also increased. As the charts on page 69 
bring out, however, this greater buying appears to have been mainly concentrated 
on necessities such as food, household goods and apparel. Jewellery sales, in contrast, 
averaged 6 per cent. less in 1949 than in 1947 whilst the turnover of cafés and 
testaurants this year has been consistently below that for the same period in 1949. 


L—Building Societies.—Assets have risen sharply since 1945 to a peak of 
£1,140 millions at the end of 1949, due almost entirely to the increase in mortgage 
advances (see page 70). After declining by £125 millions between 1938 and 1944, 
balances due on mortgages have since increased by £390 millions, to total £952 
millions at end-1949. At that date such balances represented 84 per cent. of total 
assets, 
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Explanatory Note 


The triangular diagram above summarizes the provisions respecting gold 
settlements in the new European Payments Union. Normally, no gold is either 
payable or receivable in respect of a deficit or surplus which does not exceed 
20 per cent. of a member’s quota. Thereafter, creditor countries receive in gold 
half of any additional surplus, as indicated by the straight line AB ; debtors are 
liable to settle in gold a smaller but steadily rising proportion of any deficit 
exceeding 20 per cent. of their quota, as indicated by the curved dotted line 
underneath AB. 


| Thus it will be seen that, if a member has a surplus equivalent to 40 per 
cent. of its quota, it extends credit for 30 per cent. and receives 10 per cent. in 
gold, whereas a member with a deficit equivalent to 40 per cent. of its quota has 

| to pay only 4 per cent. in gold, receiving credit for the remainder. 


All this applies to members who start, as it were, from scratch. The sterling 

| area has accepted an “ initial debit position ” equivalent to $150 millions, which 

| means that we do not begin to draw gold out of the scheme until we have a | 
surplus with the other members exceeding some 34 per cent. of our quota: the | 

special position of the sterling area, as a creditor, is indicated by the line CD. 











SOURCE Documents relating to E.P U. HMSO. July. 1950 ——— 
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| 1925/91932/31935/9 | 1946 1947 1948 | 1949 
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| — ST 
Dollars Supplied $m. | $m. Sm. $m. $m. $m. $m. 

| U.S. Imports +» ee 4,331 | 1,427 | 2,554 5,163 , 6,071 7,697 | 7,134 


| Income paid on foreign in- 
| vestments in U.S., and 


| otherservices .. -- 1,194| 641 908 1,999 | 2,392 2,784 | 2,697 
|Net capital outflow, etc. .. 1415 — — 933 | 2,056 2,037 | 1,132 


Liquidation of foreign-held 


gold and dollar assets .. —~ 455 1,077 1,968 | 4,513 857 a 


| U.S. Government grants and 


























| loons nat a i ll 7 16 5,053 | 5,713 4,658 | 5,741 
Total dollars supplied -- |6,951 2,530 4,555 15,121 | 20,745 18,033 | 16,704 
|Use of Dollars 
| U.S. Exports oe - 5,102 1,702 | 3,007 11,874 16,056 13,445 12,401 
\Income paid on U.S. invest- 
ments abroad, and other 
services .. 1,515 | 737 1,018 3,092 3,685 3,346 3,513 
Net capital inflow | to U. S., 
etc. - _— 45 133 —_ — —_ — 
Additions to foreign-held 
gold and dollar assets .. 558 _- i —- —_ _ 47 
Total dollars used .. -. |7,175 2,484 4,158 14,966 19,741 16,791 | 15,961 
Errors and omissions «+ |+224 | —67 |—397 —155 | —1,004 —1,242, —743 
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SOURCES: Economic Survey of Europe in 1949 (E.C.E.) 
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